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EMOTIONAL FACTORS IN MARKETING INSURANCE 


RicHARD BAKER 


The experienced insurance marketing 
man knows that in order to sell, he must 
elicit a certain degree of emotional re- 
sponse from his client. This emotional in- 
volvement should cause the client to feel, 
act and think as the persuasive under- 
writer wants. In other words, the client 
finally embraces the underwriter’s point 
of view. This kind of involvement results 
from an artistic employment of emotional 
appeals. 

Insurance presents certain marketing 
problems. The insurance product or serv- 
ice is an intangible and it promises only 
to fill a future need, or perhaps it may 
never fill a need at all, depending upon 
how each buyer feels. Most buyers of 
property and casualty policies probably 
feel, down deep in their hearts, that their 
houses will not burn or that they will not 
be involved in automobile accidents. The 
only promise of satisfaction to an insur- 
ance buyer in this case, is “peace of 
mind.” On the other hand, the consumer 
realizes that every dollar he does not 
spend for insurance may be spent some- 
where else for another good or service 
which promises more tangible or immedi- 
ate satisfaction. 

Hence, insurance first has to compete 
with goods and services which, on the 
surface, promise greater economic utility 
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than a property, casualty, health or life 
insurance policy. The insurance under- 
writer has to discover persuasive tech- 
niques which will help the buyer to ap- 
preciate the comparative economic utility 
of the insurance policy as opposed to 
(say) a new washing machine. He has to 
convert the vague, remote possibility of 
catastrophe into something real, close, 
vividly alive and imminent in order to 
give it concrete meaning in the prospect’s 
mind. When he does this, the insurance 
marketing man becomes more of a per- 
suader and less of a teacher or informer. 
Aristotle once wrote that, “. . . [a] case 
should in justice be fought on the strength 
of the facts alone so that all else besides 
demonstration of fact is superfluous. 
Nevertheless, as we have said, external 
matters do count for much because of the 
sorry nature of an audience.”* Simply 
stated, Aristotle holds that the only re- 
sponsible manner by which to influence 
the judgment and behavior of others is to 
use fact, evidence, logic and reasoning: 
those things peculiar to the scientific 
method. Yet, Aristotle is forced to relax 
his position because he recognizes that 
the human reacts with his heart far more 
than he does with his mind. This article 
will examine in some small measure those 
factors which cause the human to respond 
to appeals directed more at his heart than 
at his mind. 
Nature of the Non-Rational Appeal 
Non-rational appeals can be explained 
as those designed to short-circuit or par- 
1 The Rhetoric of Aristotle, trans. Lane Cooper 


(New York: Appleton-Century-Crofts, Inc., 
1982), pp. 183-84. 


(1) 
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tially paralyze the listener's faculties and 
thereby break down his resistance to the 
acceptance of ready-made ideas, ideas 
which the persuader is anxious to leave in 
the mind of his client. 

Over the years, students of persuasion 
have argued whether a dichotomy exists 
between persuasion and conviction, or be- 
tween non-rational and rational appeals. 
Today, most seem to agree that both 
factors are present in any persuasion and 
the balance of one to the other will de- 
termine whether the presentation is essen- 
tially emotional or logical. Seldom, if 
ever, is persuasion completely one cr the 
other. This is important, for each pros- 
pective insurance buyer is peculiar in his 
own way and will respond to a sales 
presentation accordingly. The persuasive 
insurance underwriter will have to fit 
each client with a presentation which is 
custom or tailor made. Each client must 
be appealed to with a pattern of per- 
suasion which contains a carefully con- 
trolled mixture of emotional and logical 
devices, and the expert insurance market- 
ing man is the chemist who must prepare 
this delicate formula. 

Professor G. Stanley Hall draws an 
analogy which helps make this point 
clear.2 He compares the human mind to 
an iceberg. The small portion above the 
water, he says, represents the conscious 
or critical mind, which is reflective and 
deliberative. This portion of the mind 
weighs advantages and disadvantages and 
tends to inhibit emotional responses. A 
much larger portion, he continues, is sub- 
merged and is identified as the sub- 
conscious mind. Here is the home of the 
emotions. This powerful segment of the 
mind believes what it is told. It is naive 
and credulous. It is not capable of weigh- 
ing facts, solving problems or analyzing 
ideas. It believes what the conscious mind 


2 Ivey, Paul and Horvath, Walter, Successful 
Salesmanship (New York: Prentice-Hall, Inc., 
1953), p. 275. 


tells it, or it believes those non-rational 
appeals which come from an outside 
source and by-pass the critical conscious 
mind. 

The conscious minds of men vary, de- 
pending upon training, experience and 
native ability, but the subconscious minds 
of men are much alike. Here is the fertile 
ground of persuasion which can be tilled 
by the inventive underwriter. Wherever 
possible, in some measure, the persuader 
should attempt to substitute his own 
conscious mind for that of his client and 
thereby plant certain ideas in the pros- 
pect’s subconscious. An argument, defined 
as an idea or proposal which is supported 
by evidence and reasoning, tends to bring 
the listener’s critical abilities into action. 
When these critical faculties go to work, 
then the idea must pass the tests estab- 
lished by the critical portion of his mind 
before it can ever become a part of his 
subconscious being. How much easier it 
is for the persuasive underwriter to do the 
critical thinking for the client and then 
direct appeals to the client’s subconscious. 


The Suggestion 


The suggestion is a form of non-rational 
emotional appeal. The suggestion differs 
from an argument in that the latter pro- 
poses an idea and then supports it with 
reasoning while the former merely sets 
forth a proposal. As was pointed out 
above, the argument is intercepted by the 
critical mind and is tested before it can 
be accepted. The argument challenges the 
conscious mind and brings it into action. 
The suggestion, on the other hand, tends 
to slip an idea into the mind uncritically 
and without proof of any kind. Perhaps 
this analogy will make this idea a little 
more clear: 


Reason appeals are like line plunges in 
football. They absorb an enormous amount 
of energy of both the attack and the de- 
fense, but they are often necessary to get 
within shooting distance of the goal. 
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Suggestion is the forward pass, which 
wins the game by using less brute force 
but more skill and accuracy. It gets past 
the guardian line and into more vulnerable 
territory. If the salesman can get an idea 
into the customer’s subconscious mind— 
unopposed—the probability of favorable 
action is very great.® 
An important observation should be 

made here. The effectiveness of the sug- 
gestion is often influenced by the quality 
of its source. The degree of prestige, good 
will, intelligence and authority ascribed 
to the underwriter by the client, certainly 
will determine how effective his use of 
suggestion may be in the persuasive proc- 
ess. 

What are some sources of prestige, good 
will, intelligence and authority? Here 
are a few. The listener tends to rely more 
on recommendations of the persuader if 
the latter is older, better educated, highly 
experienced, neatly groomed, composed 
and poised. Such things as reputation, 
former accomplishments and an ability to 
reveal honest feelings of sympathy and 
sincerity, lend much to establishing one’s 
self as an authority. 

On the other side of the coin, the client 
must be one who is generally amenable to 
suggestion. He must be one who tends to 
be a bit lazy mentally, one who has not 
been trained to examine issues critically. 
Also, it helps when the client sees himself 
as somewhat inferior to the persuader in 
many of the factors mentioned above. 
Moreover, persuasion growing out of au- 
thority, intelligence, good will and pres- 
tige is not quite so effective when facts, 
evidence and logic can be resorted to as 
well. When opinions or judgments are 
needed and logical proof is lacking, then 
authority stands as a potent source of per- 
suasion. 

Often the effectiveness of the suggestion 
can be enhanced through the process of 
repetition. Cigarette and soft drink manu- 
facturers have long known the value of 


3 Ibid., p. 276. 


this technique. The same slogans and ac- 
companying jingles are heard over and 
over again on radio and television. Like 
Pavlov’s dog, the listening public is condi- 
tioned to respond in a predictable manner 
when the time comes to buy one of these 
commodities. This technique can be used 
in the marketing of most products, includ- 
ing insurance. In a series of interviews 
with a client, if a well-constructed sug- 
gestion is repeated often enough, and 
other conditions are suitable, the proba- 
bility of gaining a favorable response is 
improved immeasurably. 

Suggestions can be direct, indirect, 
positive and negative. Direct suggestion 
is probably the most effective when the 
salesman’s prestige is high and his listen- 
er’s attention sharply fixed on the process 
at hand. In this set of conditions, contrary 
ideas in the listener’s mind are at a min- 
imum. It is surprising how effective the 
simple, direct suggestion can be. A simple 
“Drink Coke,” or “Buy Luckies,” or “Buy 
my policy now,” can often bring remark- 
able results. 

The indirect suggestion, on the other 
hand, is aimed at the listener’s marginal 
field of awareness. The object is to leave 
him with an idea which is of doubtful 
origin. Note how Ben Fairless only sug- 
gests in oblique fashion to an audience of 
labor union members that labor is guilty 
of feather-bedding. Fairless is careful not 
to confront them squarely with this un- 
pleasant idea: 


To get more bacon we must produce more 
goods, more efficiently. But that can only 
be done, I think, if we recognize frankly 
that any unnecessary interruption, delay, 
or artificial limitation which reduces the 
output of the workers in any industry, pre- 
vents those workers from earning the full 
rewards that they can—and they ought— 
to receive.* 


* Fairless, Benjamin F., “The Task Ahead” (A 


talk at a dinner in honor of David J. McDonald, 
President, United Steel Workers of America, 
Pittsburgh, Pa., November 28, 1953). 
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Suggestions can be either positive or 
negative. The former asks the listener to 
do or to accept something, and the latter 
asks him not to do so. The positive sug- 
gestion says, “Let's act now, shall we?” 
and the negative suggestion asks the same 
thing but from another direction. Nega- 
tively the same suggestion says, “You 
don’t plan to buy immediately, do you?” 
The negative suggestion need not be com- 
pletely ineffective, however, for it can 
warn of a situation which the listener 
keenly wants to avoid. Such suggestions 
as these can be useful and effective: 
“Don't wait too long. Rates are going up 
soon.” “Don’t let yourself be caught in 
this unfortunate position.” 

Minnick has arrived at a number of 
generalizations concerning suggestions: 


1. Verbal suggestions are more effective 
the more sharply focused is the attention 
of the audience. (Sharp focusing of atten- 
tion minimizes consideration of contrary or 
irrelevant ideas. ) 

2. The greater the prestige of the 
speaker, the stronger will be the power of 
his suggestions. 

8. Direct and indirect suggestions are 
most effective when they receive one or 
more repetitions in the position of last im- 
pression. 

4. Indirect suggestions, since they are 
insinuated obliquely in the marginal fields 
of attention, are probably more successful 
than direct suggestions, when the ideas 
suggested are likely to be repugnant to the 
listener. 

5. Positive suggestions are generally 
more effective than negative ones unless 
the suggestion deals with avoidance needs. 

6. Suggestions, since they aim to elicit 
immediate, uncritical response, are most 
effective when aimed at habitual response 
patterns and emotional impulses or at pat- 
terns associated with the audience’s per- 
sistent wants and needs.® 


Emotional Language 


Language which is loaded with emo- 
tional content is another form of non- 


5 Minnick, Wayne C., The Art of Persuasion 
(Boston: Houghton-Mifflin Co., 1957), p. 65. 


rational appeal. The persuader recognizes 
that humans can and will react in differ- 
ent ways to the words which he uses. 
Some critical listeners may hear facts and 
evidence and then move ponderously 
through the reflective reasoning processes 
toward a conclusion. This process, as was 
indicated earlier, is quite painful to many 
listeners, and certainly it is slow. 

Most people hear certain words and re- 
spond to them with ready-made irrational 
response patterns or sets, depending upon 
the emotional content of these words. 
Naturally, this is a highly subjective proc- 
ess, for the emotional content in a word 
for one person may be so high it is ex- 
plosive, while to another it may mean 
little or nothing. The word “integration” 
certainly conveys emotional, connotative 
meanings to some persons living in Missis- 
sippi, while it perhaps is devoid of emo- 
tional content when the same word is 
heard by a mathematician in New Eng- 
land. The general semanticist refers to 
this emotional response pattern as the 
identification reaction. Everyone has ac- 
cumulated a number of these identifica- 
tion reactions or generalized emotional 
sets which border on prejudice and which 
can be triggered by certain words or 
combinations of words. Such terms as 
“sissy”, “sex pervert”, “Damn Yankee”, 
“cheater”, “Communist”, “hick,” “politi- 
cian” and others have a far more vivid 
connotative than denotative meaning for 
those who hear them. 

Using this knowledge, the persuasive 
underwriter recognizes that he can use 
certain words which communicate conno- 
tative meanings, which in turn will cause 
his listener to respond as the persuader 
wishes. Connotative meanings can be 
pleasant and constructive in the persua- 
sive effort just as they can be unpleasant 
and destructive. It is possible that such 
words as “travel”, “trip around the world”, 
“retirement cottage”, “bank account”, 
“fishing every day”, “college for the kids”, 
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“no mortgage”, “live on the golf course”, 
can cause emotional responses to surge to 
the surface in the client. As these emo- 
tional responses well forth, the client is 
prompted to behave as his identification 
reactions dictate. 

An unimaginative underwriter loses the 
advantage of powerful emotionally laden 
language for he speaks bluntly, dully and 
without color. He paints a bleak, vague, 
black and white picture comprised of in- 
distinct and fuzzy images for his listener. 
He might be compared to the clod who 
would be an artist by smearing black and 
white on a canvas with a jagged stick held 
in a clumsy fist.* This inept communicator 
might voice his appeal as follows: “You 
oughta get this policy ‘cause it'll take care 
of ya when yer ready t'’ retire.” 

The empathetic underwriter, on the 
other hand, who can put vivid, picture- 
forming language to work for himself 
might approach the same problem with 
something like this: 

“Mr. Gelter, imagine yourself, a few 
years from now, to be on a small mirror- 
like lake. You are in your boat a few hun- 
dred yards out from your own beach cot- 
tage and your line is in the water. A warm 
sun is on your back and there isn’t a breath 
of wind stirring. Somewhere nearby you 
hear the buzzing of a fly. You lean back in 
your padded fishing chair and doze, for 
you don’t have a care in the world. 

“Mr. Gelter, this dream can come true 
and I’m going to show you how to make it 
possible.” 

Of course, not every persuasive under- 
writer would dare be quite so hammy. 
However, merely to promise a benefit is 
much weaker persuasively than to paint a 
brilliant, clear, colorful word picture of 
the client actually enjoying the promised 
benefit. Persuasive language should cause 
the listener to construct the mental im- 
ages which the persuader wishes him to 
see. Language should be so clear and so 

® Things being what they are today, however, 


this “clod” could well make a fortune selling his 
“modern art.” 


concrete that little or no effort is neces- 
sary on the part of the listener to see in 
his mind’s eye what one wants him to 
visualize. The prospect must see colors, 
smell odors, hear sounds and taste things, 
but only as he reconstructs these in his 
mind as a result of the persuasive lan- 
guage used by the communicator. Lan- 
guage must cause the listener to laugh, 
cry, sympathize, exult, dislike or love, as 
the persuader wants him to. This is an 
art which most people can develop and 
the underwriter owes it to himself to en- 
large this facet of his communication 
abilities. 

If the insurance marketing man is going 
to use emotional language in his persua- 
sion, he must do a keen job of client anal- 
ysis. He must discover the wellsprings of 
action in each client. He must know what 
is more important and less important to 
each. This leads, then, to what probably 
is the heart of emotional persuasion. 


Motives, Values and Appeals 


Non-rational appeals are not unique in 
their ability to elicit emotional responses. 
Rational appeals built around the reflec- 
tive techniques requiring evidence, logic, 
and argument can stimulate emotional re- 
sponses as well, provided they are aimed 
at the motives and values of the client. 
Of all the tools available to the persuader, 
those of directing appeals to wants and 
values are by far the most important. 
Writers from antiquity to the present have 
classified the fundamental human wants 
and though these groupings vary widely, 
there are a few common denominators 
which appear in most of these analyses. 
Thorndike indicates the difficulty of classi- 
fying motives: “There are no such royal 
roads to an easy inventory of an animal's 
wants under a few logic«!, teleological, or 
verbal principles.”* Nevertheless, there 
is enough agreement among students of 

™ Thorndike, Edward L., The Psychology of 


Wants, Interests and Attitudes (New York: D. 
Appleton-Century Co., 1935), p. 10. 
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human behavior so that certain conclu- 
sions can be drawn. First, it can be con- 
cluded that there are two basic groupings 
into which motives can be placed, physio- 
logical and psychological. 

Physiological motives are often identi- 
fied as drives, in which such things as 
hunger and thirst, sex, temperature regu- 
lation, rest from fatigue, elimination, 
avoidance of pain and other bodily needs 
are included. Psychological motives, on 
the other hand, are the sociological wants 
or needs in which such things as reputa- 
tion, leadership, love, honor, duty, fair- 
ness, popularity, acceptance by the group, 
respect, recognition and material owner- 
ship are important. The protective motive 
is at once physical and psychological and 
it includes a need for self-preservation, 
personal welfare, welfare of others and 
protection of family, friends, state and na- 
tion and of personal property.® 

Values are as important as motives in 
persuasion and they differ from motives 
only slightly. Motives are generally uni- 
versal among the human race, while 
values tend to grow out of the culture of 
a people. Some values which seem to be 
peculiar to the American are: 


1. He tends to respect and value the 
scientific method and things labelled sci- 
entific. 

2. He tends to measure things quanti- 
tatively rather than qualitatively. Size and 
bigness seem to be important. 

8. He thinks learning should be “prac- 
tical.” 

4. He tends to measure success pri- 
marily by economic means. 

5. He thinks success results from hard 
work and perseverance. 

6. He prefers the useful arts over the 
aesthetic. 


8 For an excellent discussion of psychological 
analyses of consumer behavior and a treatment of 
motivation see: Bayton, James A., “Motivation, 
Cognition, Learning—Basic Factors in Consumer 
Behavior,” Journal of Marketing, Vol. XXII, No. 
$3 (Jan., 1958), pp. 282-94, and Woods, Walter 

, “Psychological Dimensions of Consumer De- 
cision,” Journal of Marketing, Vol. XXIV, No. 2 
(Jan., 1960), pp, 15-19. 


7. He tends to stress the value of ath- 
letics. 

8. He values honesty, sincerity, kind- 
ness, generosity, friendliness and straight- 
forwardness in others. 

9. He prizes loyalty to community, 
state and nation, and he believes that 
“our” way of doing things is best. 

10. He places a high value on religious 
tolerance and freedom. 

11. He thinks every problem can be 
solved by passing a law.® 
By no means is the above intended to 

represent a critical appraisal of values. Its 
purpose is only to indicate the nature of 
values as they apply in the persuasive 
process. The same holds true for the 
sketchy consideration of motives spelled 
out above. The sincere student of per- 
suasion would do well to gain a keen 
understanding of values and motives 
common to most Americans. 

These values and motives are common 
to most prospects, yet each is important to 
an individual in varying degrees. The in- 
surance persuader must discover what the 
salient wants and needs of his prospect 
are before he can select the specific values 
and motives as targets to be used in his 
emotional persuasion. These target areas 
are discovered by the persuasive under- 
writer as a result of his having made a 
careful study or prior analysis of his pros- 
pect. Once the motives and values to be 
appealed to have been sifted out, then the 
persuader begins to shape his emotional 
appeals which, when aimed at the se- 
lected target areas, should elicit a pre- 
dictable set of emotional responses from 
the client. It should be made perfectly 
clear at this point that motives and values 
in themselves cannot be felt in the viscera. 
These are only the wellsprings of human 
action; they are merely sources of energy, 
making possible the emotional responses 
which actually can be sensed or felt by 
the body. 

The appeals used by the persuasive un- 


®For an excellent compilation of American 
values see: Minnick, op. cit., pp. 209-14. 
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derwriter are the verbal arrows aimed at 
the selected value and motive targets. As 
was pointed out above, the target areas 
lie dormant within the prospect. It is only 
when the verbal arrows or appeals spoken 
by the underwriter fly into the motive and 
value targets that an emotional response 
arises. This emotional response can be 
likened to the score which one earns in 
archery as he fires his arrows into the 
target. The more carefully the appeal is 
shaped and aimed, the higher the score 
which one can expect to gain. 

The following account of a sales effort 
beautifully illustrates an appeal to a mo- 
tive which causes a predicted response: 


I was having lunch with a friend . . . who 
is one of the country’s outstanding life in- 
surance salesmen. 

As we sat down at our table, he said to 
me, “See that man over there, at the table 
by the window? Well, he’s a big movie 
producer, worth quite a few million, and 
I’ve got an appointment with him later to- 
day to sell him a whopper of a policy!” 

“Sounds like a big deal, Tom,” I replied. 
“Think you'll close it?” 

“Well, I expect to,” was his reply. “He’s 
considering two plans for setting up an 
estate—mine, which is, of course, based on 
life insurance, and one suggested by his 
attorney, which would put his money 
mostly into other types of investments.” 

It was only a few minutes later that “Mr. 
Prospect,” on his way out, noticed my 
friend and stopped at our table. 

“Hello, Brown,” he greeted him. “Glad 
to run into you like this, so I can save you 
a trip to my office. I like your plan, old 
man, and my lawyer has suggested a good 
one too, but I’ve decided to let things rest 
as they are. No real reason to go ahead 
with such a plan, for the present at least.” 

Knowing what was at stake, I held my 
breath while waiting to see how Tom 
Brown would react. 

“I’m sorry to hear that, Mr. Prospect,” 
he said in a quiet, even tone, “because, 
since the last time we talked, I’ve learned 
that if you adopt my suggestion, you'll be- 
come a member of a very exclusive group 
that any man would be proud to belong 
to.” 


“What group is that?” 


“Well, it’s a group of less than 150 men, 
Mr. Prospect, and included are such men 
as...” Here Brown told off the names of 
half a dozen of America’s most successful 
and wealthiest men. “You see, Mr. Pros- 
pect, there are less than 150 men in the 


whole country who carry the amount of 
insurance you and I have been discussing. 


Naturally, it’s a very exclusive ‘club’ you 


might say, and... 
Brown made his sale before the conver- 


sation ended. He made it because he had 
successfully appealed to what was a strong 
buying motive in that particular case—the 
desire to win the admiration of others.'° 


Since winning the admiration of others 
satisfied a genuine desire on the part of 
Mr. Prospect, the result was a sale. 

The creative persuader should be able 
to see a variety of motive, appeal and 
emotional response opportunities in every 
sales effort. Most family men have a real 
concern for themselves, their wives, chil- 
dren, homes, automobiles, earning power 
and anything else of value to them. Here 
is the motive area which may be classified 
as a desire to protect what is valued. 
After selecting those basic motives which 
seem to be most important and offer the 
best persuasive opportunity, the under- 
writer should show through vivid narra- 
tion how these cherished things are 
threatened. He should, by voicing these 
threats, establish an unpleasant tension 
within the client, and then show him how 
this tension can be relieved by adoption 
of the proposals which he sets forth. 
There are three things necessary to pro- 
duce an emotional experience. The first of 
these is a happening, an event; the second 
is a personal concern about the conse- 
quence of the event; the third is a feeling 
of bodily changes incurred inside us by 
our concern with what is happening (or is 


about to happen). 
Sales personnel often fall into the trap 


1° Horvath, Walter, How to Use Your Selling 


Power (New York: Prentice-Hall, Inc., 1951), 
pp. 34-35. 
1 Minnick, op. cit., p. 223. 
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of recounting features of a product. The 
observant reader at once recognizes that 
the reciting of features alone cannot 
amply demonstrate to the listener how his 
tensions can be relieved. If the under- 
writer must cite features, then he should 
accompany each with one or more bene- 
fits. The features of a policy are im- 
portant to the client only in terms of 
promised benefits. A few examples may 
help clarify this point. 


1. To say, “This policy is a twenty year 
annual premium deferred annuity,” merely 
points out a major feature. How much 
more effective it is to say, “Pay an annual 
premium on this policy for only twenty 
years and then stop. You then receive $300 
a month for the rest of your life.” 

2. The auto salesman who declares, 
“This car has a six cylinder engine,” loses 


2 perrensive advantage. He should say, 

is small six cylinder engine will give 

you twenty-five miles to the gallon.” (As- 

suming, of course, that gas mileage is im- 
portant to this prospect. ) 

8. The clothing salesman, instead of 
stating, “This suit is made from eight ounce 
gabardine,” should say, “This eight ounce 
gabardine will wear for years, keep its 
shape, be comfortable to you in all seasons, 
and be in style at least for the next five 
years!” 

Taking into consideration all the fore- 
going, the inventive underwriter will 
make it his responsibility to select im- 
portant features in his offering, and then 
convert these features into benefits which 
he will narrate to his client in vivid, ex- 
pansive and concrete language. The per- 
suader cannot assume that his listener has 
the ability or the inclination to visualize 
the ultimate benefits arising out of the 
features presented to him during the sell- 
ing ‘situation. 

Although it is impossible to classify 
emotional responses to the satisfaction of 


12 The word “benefit” is used in this context in 


all students of human behavior, here is a 
list of a few of the more obvious emotions 
to indicate the kinds of responses which 
an insurance persuader might seek to 
elicit. Some of these are 


anger friendship peace 

apathy grief pity 

boldness _ happiness pride 
contempt hatred shame 
emulation joy shamelessness 
envy kindness unhappiness 
fear mildness unkindness 1% 


The use of emotional appeals in per- 
suasion raises a question of ethics or 
morality. Is emotional persuasion ethical? 
The consensus among most writers is that 
it is not only ethical, but necessary. There 
are limits, however, beyond which one 
should not go. Each person has within 
him a frustration tolerance elation level.'* 
At this level, the listener has been so 
stimulated emotionally that he loses his 
ability to reason. The demogogue, propa- 
gandist and the high pressure salesman 
attempt to excite the emotions of the 
listener to this point. Here the listener be- 
comes so involved with the speaker that 
he generally responds to almost any sug- 
gestion given to him by the persuader; he 
is in a semi-hypnotic state. In this highly 
suggestive state, he is almost completely 
at the mercy of the persuader who has 
raised him to this dangerous emotional 
level. This explains how seemingly ra- 
tional people can be induced to take 
violent action while they are caught up in 
a mob. The listener has been robbed of 
his rational faculties. 

Since the frustration tolerance elation 
level differs for each listener, the per- 
suader has the responsibility for deciding 
where this level is in his client and he is 


18 Many writers feel that Aristotle’s analysis of 


emotions is one of the finest ever done. The 
Rhetoric of Aristotle, op. cit., pp. 90-131. 

14 For a treatment of this idea see: Young, Paul 
Thomas, Emotion in Man and Animal (New 
York: John Wiley & Sons, Inc., 1943) and All- 
port, Floyd, Social Psychology (Boston: Hough- 
ton Mifflin Co., 1924). 
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bound, ethically and morally, to prevent 
his client from exceeding it. So long as 
the client can be assisted by the persuader 
in coming to a conclusion while he, the 
client, is capable of functioning rationally 
as well as emotionally, then the persua- 
sion can be deemed to be exercised in an 
ethical manner. This, of course, assumes 
that the cbjective of the persuader falls 
within moral, ethical and legal limits. 

It is seen, then, that emotional appeals 
must be combined with rational appeals, 
but the ratio of emotional to rational ap- 
peals should be heavily in favor of the 
former. One should stimulate the listener 
so that he approaches but remains well 
below his frustration tolerance elation 
level. The decisions which he makes 
should be the result of his emotional re- 
sponses tempered by his critical faculties. 


The Close 


Many persuasive marketing people are 
intuitively capable of eliciting favorable 
emotional responses from their clients. 
Often they lead clients to desire goods 
and services which they sell, yet they do 
not make sales. Why? In most cases the 
answer is the same. 

Many persuaders fail to recognize that 
strong desire in the client is only a part of 
the total persuasion. The prospect is faced 
with a problem of allocating his economic 
resources. He recognizes full well that if 
he buys insurance today, he may have to 
give up that box of cigars he planned to 
buy tomorrow. The underwriter works 
to place insurance in a higher position on 
the prospect's priority list of things to buy 
than the cigars, or anything else which 
might cause a loss of sale. The goal is to 
manipulate insurance into this priority list 
somewhere above the point where the 
client runs out of financial resources. 

The second step, then, is to ask the 
client to buy the policy. Through his per- 
suasive selling efforts, the underwriter has 
placed the insurance in its proper per- 


spective in the buyer's priority list and 
now he needs the prospect’s signature on 
the contract. Less experienced marketing 
men often are squeamish about asking 
clients to buy, yet their more practiced 
colleagues know that this is an absolutely 
necessary function in effective persuasion. 
If one has done a satisfactory job of emo- 
tional conditioning, then he is doing his 
client a service in asking him to buy. The 
art of closing is a simple one and it is ade- 
quately treated in many good salesman- 
ship texts.15 The techniques for closing 
a sale, although simple to master, often 
stand as the principal cause for a poor 
selling record. No matter how effective 
one may become in influencing emotional 
responses, he will remain a weak pro- 
ducer until he gains some mastery over 
the basic closing techniques. 


Recommendations 


The insurance underwriter has to de- 
pend on the art of persuasion in order to 
carry on with his work effectively. The 
tools of his trade are words and a deep 
insight into the nature of the human be- 
ing. The insurance marketing man who 
knows his company, his product or service 
and his competition, is only partially pre- 
pared to produce. To round himself out 
into a full-blown producer, he must de- 
velop his ability to analyze his client's 
wants, needs, desires, likes and dislikes; he 
must develop his verbal and other per- 
suasive abilities, including closing tech- 
niques. 

Each insurance marketing trainee 
should receive a full measure of applied 
psychology and much training designed 
to enhance written and oral communica- 
tion abilities, and certainly he should ac- 


15 See: Gross, Alfred, Salesmanship, 2nd ed. 


(New York: Ronald Press, 1959), pp. 340-405; 
Smith, Abbot B, How to Sef Eatengies ( 

wood Cliffs, N.J., Prentice-Hall, Inc., 1958), pp. 
84-94; Grief, E. C.. Modern Salesmanship 
(Englewood Cliffs, N.J., Prentice-Hall, Inc., 
1958), pp. 272-319; and others. 
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quire a deep insight into the art of per- 
suasion. This is a big order. It may take a 
life-time to accomplish these goals, but 
improvement does not come all at once 
like the burst of a starshell. 


It comes 
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gradually, and as it comes, the insurance 
marketing man enjoys greater and greater 
rewards: the rewards which come from 
making use of ethical emotional appeals 
to meet the wants and needs of his client. 








THE REINSURANCE GAME—A TOOL FOR 
EDUCATION AND RESEARCH 


Knup HANSEN 


Business games, apparently invented 
only a few years ago, are already being 
used for training, education, and research 
in many countries.1 These games can also 
be adapted for use in insurance educa- 
tion. At least one example, the McGuin- 
ness game, has already been published.? 
This article will outline another game 
which is being used in the reinsurance 
courses at the Copenhagen School of Eco- 
nomics and Business Administration. The 
construction and the rules of the game 
will be described in such a way that it 
can be used, and modified if desired, by 
other teachers.® 

It should be stressed from the outset 
that the reinsurance game which will be 
described here, differs from all or most 
other games in some important respects, 
and that verdicts on the use and value of 
business games in general, therefore, may 


Knud Hansen, Cand. polit., M.A., is Associate 
Professor in charge of the Department of Insur- 
ance and the Institute of Insurance of the Copen- 
hagen School of Economics and Business Ad- 
ministration. Professor Hansen studied insurance 
at the University of Pennsylvania in 1951-52, re- 
ceiving his M.A. degree from that University in 
1952. 

1For references to the growing literature on 
the subject see the section on “Games—lIndus- 
trial” in “Bibliography on the Use of Simulation 
in Management Analysis” by D. G. Malcolm. 
Operations Research, March-April 1960, pp. 
169-177. 

2J. S. McGuinness, “A Managerial Game for 
an Insurance Company,” Operations Research, 
March-April 1960, pp. 196-209. 

*The author, who will be grateful for com- 
munications on experiences at other institutions, 
is willing to furnish a set of data sheets for use 
in a game. His address is 10 Julius Thomsens 
Plads, Copenhagen V., Denmark. 


not hold for this game. First, the rein- 
surance game is purely stochastic while 
other games either are only partly prob- 
abilistic or are purely deterministic in 
the sense that there is a fixed functional 
relationship between the variables of the 
game. Second, the reinsurance game is 
a negotiation game while almost all other 
games known to the author are decision 
games.* In a decision game, each player, 
or group constituting a firm, makes de- 
cisions without any direct contact with 
the other firms of the game. The decisions 
of a period are communicated to the 
referee, often a computer, who calculates 
the results of the decisions, using the 
hidden functional relationships of the 
game. The results are communicated to 
the players who then make decisions for 
the next period of the game. In a ne- 
gotiation game, the competing firms of 
the game enter into direct contact, as they 
have to negotiate deals or contracts with 
each other. This means that the negotia- 
tion game becomes even more lively and 
entertaining than the decision game, and 
also, what is more important, develops 
the negotiation skills of the participants. 

The reinsurance game is played by a 
number of simulated insurance com- 
panies, each constituted by one player 
or a group of players. Each company 
starts the game with a certain net capital 
(surplus) and a portfolio of insurances. 
This portfolio is unchanged during the 
game, whereas the net capital changes 
~~ * Another negotiation game is described by 


Green and Sisson, Management De- 
cision Games, Ch. 10, New York, 1959. 


(11) 
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with the result of each period. In the 
game, it is the task of the companies both 
to reinsure their portfolios with other 
companies of the game in the way they 
think most suitable, and to obtain rein- 
surance business from other companies. 
The companies are free to enter any kind 
of reinsurance or retrocession agreement 
with each other. The number of com- 
panies should not be less than ten in order 
to establish sufficient possibilities for risk 
spreading. For practical reasons it is 
thought advisable to limit the number of 
companies to not more than twenty. 


The Assumptions of the Game 


In order to make any game playable, 
a number of simplifying assumptions have 
to be made. The loss results of a real in- 
surance portfolio fluctuate from year to 
year for two very different reasons: First, 
there will be stochastic or chance devi- 
ations from the statistically expected loss 
figure and, second, this figure, the loss 
expectation, will change with the com- 
position of the portfolio and with the vari- 
ous conditions that influence the occu- 
rence of losses. In the model of the game, 
only stochastic deviations are considered. 
This means that the size and the com- 
position of the portfolio are fixed, and so 
are the non-random loss influencing fac- 
tors, and consequently, the loss result ex- 
pectation. In practice, of course, the 
underwriter has to judge also the non- 
random factors from his knowledge of 
the line of insurance and the business 
of the company being considered. It is 
difficult for practical reasons to describe 
these circumstances in the game. Al- 
though these circumstances would influ- 
ence reinsurance terms, it should be re- 
membered that the primary purpose of 
reinsurance is to take care of random loss 
variations. The consideration of random 
variations only, therefore, may be an ad- 
vantageous simplification. The implica- 
tions of giving up the assumption of con- 


stant loss expectation will be mentioned 
briefly below. 

Because of the loss expectation simpli- 
fication, there is no reason to think of any 
definite line of insurance when the game 
is played. The line may be any one with 
fluctuating insurance amounts. In surplus 
reinsurance, big and small insurance 
amounts are reinsured in a different way. 
For practical reasons only three insur- 
ance amount sizes, $10,000, $50,000, and 
$500,000, are considered possible in the 
game. Furthermore, for the same reason, 
only six different loss sizes $500,000, 
$200,000, $100,000, $50,000, $25,000, and 
“small losses” are considered possible. 
These practical simplifications do not de- 
tract to any significant extent from the 
value of the game. When losses are con- 
sidered for instance, the important factor 
is whether a loss is big, medium or small. 
The exact size is less important. In busi- 
ness practice, statistical tabulations of 
losses are divided into loss size groups. 

The game is based upon a model of 
the portfolio of each company. An ex- 
ample of this model, which is constructed 
by the referee of the game, and is known 
by him only, appears as Form 1, the Data 
Sheet of the Company. The loss expecta- 
tion shown in the upper part of this table, 
of course, is derived from the expected 
loss result distributions given in the lower 
part of the table. The annual premium 
income of the various companies dif- 
fers in its distribution among insurance 
amounts and so does, consequently, the 
standard deviation of the expected loss 
amount distribution. In order to place 
the companies on a equal footing, as far 
as possible, the models are constructed in 
such a way that the expected underwrit- 
ing profit of the direct business of each 
company (in the example: $10,650,000 — 
$10,191,000 = $459,000) is approximately 
proportional to the standard deviation of 
the annual loss amounts of the company. 

Corresponding to the experience usu- 
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ally found in practice, the expected dis- 
tributions of loss numbers according to 
loss size are constructed in such a way 
that there is a rather regular growth in 
the expected number of losses as loss size 
decreases. In our example the ratio be- 
tween the loss numbers of two successive 
loss sizes is about 3, but the ratio varies 
from portfolio to portfolio in the game. 
The actual loss numbers in each loss size 
group of big losses are assumed to be 
Poisson-distributed around the expecta- 
tion of the group. This will approximately 
be true, if losses occur independently of 
each other, and if the loss frequency is 
small. This will usually be the case in 
lines other than automobile insurance. 
From this assumption, annual loss num- 
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bers can easily be simulated, using ran- 
dom figures to enter the accumulated 
Poisson distribution of the expected loss 
number.5 The loss amounts of “small 
losses” are assumed to be normally dis- 
tributed and can be simulated by random 
figures when the loss expectation is sup- 
plemented with an assumption concern- 
ing the standard deviation.* 

When the model of the loss result dis- 
tribution of a company is constructed, the 
variance (the square of the standard de- 
viation) of the annual loss amounts of 

5 Accumulated Poisson distributions are found 
in: E. C. Molina, Poisson’s Binomial Limit, New 
York, D. Van Nostrand Co., 1942. 

® Various collections of random normal devi- 


ates are published, e.g., Tracts for Computers 
XXV, Cambridge University Press. 


Form 1. Data Sheet. Company No. 0. 





Insurance Amount 




















$10,000 $50,000 $500,000 Total 
Annual premiums (in $000) 6,500 10,000 1,700 18,200 
Loss expectation (in $000) 2,980 5,990 1,221 10,191 





Loss allowance in premiums = Premiums — (expenses or 41.5 per cent of premiums) = $10,650,000 


Simulated Loss Results ofjYears 1-20 




















Insurance amount | $10,000 $50,000 $500,000 

Loss size Small | $50,000 $25,000 Small | $500,000 $200,000 $100,000 $50,000 $26,000 Small 

Expectation * 2980| 18,1 $1 4560| 0,08 088 07 26 68 880 
Year 1 2968 | 10 31 4037 0 0 2 1 7 777 
“2 3075 | 13 25 4180 0 0 0 1 5 694 
« 3 3028} 16 29 4806 0 0 1 4 3 860 
«“ 4 3144/ 18 38 4852 0 0 0 0 2 904 
“ 5 3117] 14 32 4596 0 0 0 2 10 819 
Year 6 3136| 16 39 4940 0 0 1 1 11 868 
“ 7 13 31 4572 0 0 1 1 5 727 
« 8 3149 | 16 27 4748 0 0 4 1 6 803 
“ 9 3008 8 27 5034 0 0 0 3 7 885 
“ 10 2847| 13 28 4873 0 0 0 1 4 884 
“11 2861| 10 36 4776 0 0 1 2 9 961 
“ 12 3078 | 21 24 4533 0 0 3 1 3 607 
“ 13 2952| 10 £387 4730 0 0 0 1 3 1041 
“ 14 3065 | 17 36 4572 0 0 0 1 4 912 
“ 15 3133 | 10 37 4286 0 0 2 0 8 874 
“ 16 3020} 13 38 5089 0 0 0 3 8 927 
“ 17 2843 | 15 23 4633 0 1 2 5 5 818 
“ 18 3057} 15 29 4931 0 0 1 2 4 927 
“ 19 2861/ 12 31 4162 0 0 1 1 7 943 
“ 20 3074 | 11 38 4381 0 0 0 2 8 984 











* Small losses in amount (in $000), other losses in numbers. 
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Form 2. Accounting Sheet. Company No. 0. 





Insurance Amount 





$10,000 


$50,000 $500,000 Total 











Annual premiums (in $ 000) 6,500 








10,000 1,700 18,200 





Loss allowance in premiums = $18,200,000 — (expense loading or (41.5% X $18,200,000) = $10,650,000.) 





Survey of Annual Results 


(in 















































Insurance Loss 
Amount Size Year! Year2 Year3 Year4 Yeard Year 6 Year 7 Ete. 
$ 10,000 Total 2968 3075 3028 3144 3117 3136 
$ 50,000 |$ 50,000 500 650 800 900 700 800 
25 ,000 775 625 725 950 800 975 
Small 4037 4180 4806 4852 4596 4940 
Total 5312 5455 6331 6702 6096 6715 
$ 500,000 |$500 ,000 0 0 0 0 0 0 
200 , 000 0 0 0 0 0 0 
$100 ,000 200 0 100 0 0 100 
$ 50,000 50 50 200 0 100 50 
$ 25,000 175 125 75 50 250 275 
Small 777 694 860 904 819 868 
Total 1202 869 1235 954 1169 1293 
Total losses, 
direct business. ... . 9482 9399 10594 10800 10382 11144 
Profit before 
reinsurance........ 1168 1251 56 —150 268 —494 
Net result of 
ceded business. ... . —112 
Net result of 
accepted reins..... . 500 
Net result of 
Ere — 106 
Net capital, 
end of year........ 10000 9894 








the portfolio can easily be computed in 
this way: the numbers of losses in each 
loss size group are considered to be inde- 
pendent of each other. The variance of 
the total loss amount is therefore equal 
to the sum of the variances of the loss 
amounts of each group. Of these vari- 
ances, the variance of the amount of 
small losses is simply equal to the square 
of the assumed standard deviation while, 
because of the Poisson distribution as- 
sumption, the variance of the amount of 
other losses is equal to the expected loss 
number multiplied by the square of the 
considered loss size. 


Procedure of the Game 


Before the game, the players are given 
the loss experience of their company for 
the five previous years. This information 
is given on Form 2, the Accounting Sheet, 
which is filled in by the players as the 
game goes on. Each company will have 
to set up other more detailed accounting 
sheets showing the results of its reinsur- 
ance operations, as Form 2 has space 
only for the net figures. The last line of 
Form 2 also informs the player about the 
net capital of his company when the 
game starts, after the end of year 5. 


The Reinsurance Game—A Tool for Education and Research 15 


As already stated, the companies in the 
game are free to enter any kind of rein- 
surance agreement with each other. The 
most common forms, naturally, will be 
surplus and quota share treaties and ex- 
cess of loss and excess of loss ratio con- 
tracts. Due to the insurance amount 
simplification of the game, surplus rein- 
surance will be similar to quota share 
reinsurance. If, say, a company decides 
to cede surpluses above a net retention of 
$40,000, this will mean that the company 
cedes a share of 20 per cent ($10,000) of 
all insurances of size $50,000, and a share 
of 92 per cent ($460,000) of all insurances 
of size $500,000. 

In order to facilitate the game as far 
as possible, the players are supplied with 
a number of forms. Among these is a 
form (not illustrated) for the exchange 


Form 3. Quota Share Treaty. 
Ceding Company: Company No. 0 
Reinsurer: Company No. .... 


of statistics and offers. Reinsurance con- 
tracts are entered in one of four forms. 
One of these, Form 3. for quota share 
reinsurance, and therefore, as shown by 
our example, also for surplus reinsurance, 
is shown. No attempt is made to cover 
all the terms of a reinsurance contract in 
the forms but space is provided for all 
necessary information concerning the 
operation of the treaty. Clauses on for- 
warding of deficits, inclusion of manage- 
ment allowances in the profit calculation, 
etc., may be indicated under “Other pro- 
visions”. The treaty form also has space 
for statistics on treaty results. This, of 
course, is not in accordance with ordinary 
procedure, but it is useful in the game. 

In order to illustrate the use of the 
forms, the figures corresponding to a net 
retention of $40,000 (cf. our example 


Shares: 20% of the $50,000—business of the ceding company 
92% of the $500,000—business of the ceding company. 


Commission: 25% 
Profit Commission: 20% 


Other provisions: Deficits of two previous years, if any, to be carried forward in the profit 


calculation. 


Into force: Beginning of year...6... Out of force: End of year.................0..0ccceeuee 





Annual Treaty Results 




















(in $ 000) 
Year 6 
Premiums....... 3564 
Commission... .. 891 
I 2533 
Gross profit... .. 140 
Profit comm 28 
Net profit....... 112 
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above ) have been shown in the reproduc- 
tion of the forms. 

Treaty forms similar to Form 3, but 
adapted to the characteristics of the other 
forms of reinsurance, are also available 
for excess of loss contracts and excess of 
loss ratio (stop loss) contracts. Finally 
on a more general form, any kind of re- 
insurance agreement which the players 
know of, or can think up themselves, may 
be entered. 

When the time which has been allowed 
the players for the conclusion of reinsur- 
ance agreements for the first period of the 
game, year 6, has passed, information on 
the loss result of the direct portfolios for 
this period is given to the players by 
the referee. For this purpose, Form 4 is 


Form 4. Loss Results. 
Company No.0 Year: 6. 





Losses 
Amt. in $ 000 
3136 





Ins. 
Amount 


$ 10,000 
$ 50,000 


Number 











s 
s 
re 


4940 





$500 ,000 


E 
. 


bd 
& 
5 








Small 868 





used. The needed copies of this form may 
be filled in by the referee before the game 
starts, as the decisions of the players do 
not influence the loss results. The referee 
has no computational work during the 
game. His work, the production of ran- 
dom loss results, is done before the game. 
This is in direct contrast to what is the 
case in all other known business games. 
The players themselves, on the basis of the 
contracts they have concluded, and the 
loss results communicated to them by 
the referee, do all the necessary calcula- 
tions themselves. For this work they 


themselves set up the tables and sheets 
they think fitting. Form 5, a Settlement 


Form 5. Settlement (in $000) 

Year: 6 CORA IIED. cisicieess feces csdben> 
Ceding Company: No. 0 

Reinsurer: No....... 




















Total Total Your 

Business Cession Share 
Premiums 3564 
Commission 891 
reuby 2533 
Gross profit........... 140 
fit commission... .. . 28 
Net profit to reinsurer. . 112 











Note, of which a big number will be 
needed, is supplied by the referee. 

As in reinsurance practice, the contracts 
of the game are concluded for an indefi- 
nite period until notice of termination is 
given by one of the parties. In the period 
between the communication of loss re- 
sults for year 6 and year 7, the players, 
therefore, besides settling their accounts 
for year 6, are entitled to terminate 
agreements, alter terms, and conclude 
new agreements. Then loss results for 
year 7 are communicated, and accounts 
are settled and agreements negotiated 
anew on the basis of the new loss experi- 
ence. 

In this way, the game can go on as 
long as wanted. If possible, it should 
continue for a dozen periods, in order 
that the players will get a chance to learn 
from their experiences, and in order that 
the total result of each company will not 
be affected too much by the random de- 
viations of the single years. 


Applications and Experiences 


At the Copenhagen School of Econom- 
ics and Business Administration, the game 
was played for the first time in April 
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1960 at the end of a course in reinsurance. 
The model and the rules of the game had 
been explained, and the students had 
been allowed time for the analysis of their 
own first five year loss experiences before 
the game started. They had also had a 
chance to exchange statistics on this 
period, and to ask each other for offers 
concerning the terms of the agreements 
they would like to conclude. When the 
game started, therefore, one hour was 
enough for the conclusion of contracts 
for the first year. The second year was 
played through in forty-five minutes, and 
for successive periods, thirty minutes 
were allowed. The results, in form of the 
net capital of each company at the end 
of each period, were entered on a black- 
board. 

The experiences of the first game were 
highly satisfactory. The students not only 
enjoyed the thrill of the game, but said 
that the opportunity of doing reinsurance 
business themselves had made their un- 
derstanding of the problems of reinsur- 
ance much more realistic than it had been. 

In the academic year 1960-61, the game 
will be played simultaneously with the 
course. It will be started when the funda- 
mentals have been taught in the class. 
Students will do the necessary negotia- 
tions outside of class hours, loss results 
only being communicated at the end of 
each class hour. Agreements will be en- 
tered in duplicate, one copy being given 
to the referee (the teacher), who will 
commeat upon the development of the 
game as it goes on and draw upon the 
numerical examples of the game when the 
various treaty forms, the statistical analy- 
sis of data, and the problems of reinsur- 
ance terms are discussed in detail. It is 
hoped that both the teaching and the 
game will benefit from this interaction. 
The game has been played twice by mem- 
bers of the Insurance Society of Copen- 
hagen and is also being considered as a 
tool in company training programmes. 


Possible Modifications of Game 
Model 


The game so far has been described in 
its simplest form. If wanted, it may, how- 
ever, be modified in various ways in order 
to become more realistic. Whether com- 
plicating modifications are desirable or 
not, is a practical matter to be decided 
for each game. A few possible modifica- 
tions shall be mentioned briefly. 

It was assumed above that each player 
was free to reinsure as he liked and there- 
fore also to choose freely the aim to be 
pursued in his reinsurance policy. A 
simple aim would be to survive the game 
with the biggest possible net capital at 
the end. It might, however, be included 
in the game, as a rule, that net result 
deviations for each company’s own ac- 
count should be reduced to a certain 
limit, and that the referee should fine a 
company penalty points, according to a 
progressive scale, if the net loss in a year 
passed a certain limit. Another more real- 
istic form of punishment would be to re- 
duce the annual premium income of the 
company that experienced such a loss. 
This, however, would make it necessary 
to change the model of the company dur- 
ing the game, and random loss results 
would have to be produced accordingly. 

Whereas the change of model just men- 
tioned was a function of the results of 
the game, an entirely different modifica- 
tion would be to construct the model of 
each company in such a way that pre- 
mium income and loss result expectations 
changed in a way, not necessarily pro- 
portional, that was determined before the 
game. This assumption would make the 
game more realistic in the sense that 
players would have to give more weight 
to later loss results when revising their 
estimates of the loss result expectation of 
the portfolio, since these results would 
have been drawn from a population more 
similar to the population of the moment 
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of decision.’ In real life, on the other 
hand, it might be that information other 
than premium income and aggregate loss 
results would be available for loss result 
estimation. 

In reinsurance practice, considerations 
other than random deviations may enter 
into the decisions. Among these may be 
administrative costs of reinsurance, and 
liquidity and interest considerations. In 
the game, the cost element can be in- 
cluded through a rule according to which 
the parties shall debit themselves admin- 
istrative costs according to a scale which 
may include a certain percentage of 
ceded premiums in the case of surplus 
reinsurance. In other cases it may be 
reasonable simply to fix the administra- 
tive costs of each party as a flat amount 
per treaty. Interest considerations might 
be included through a rule according to 
which each company, for each period, had 
to decide how much capital the company 

™For experiments on decision-making in a 


similar choice situation see R. J. Schreiber, “Esti- 
mates of Expected Value as a Function of Dis- 


wanted to keep in liquid form. The com- 
pany would have to debit itself a corres- 
ponding loss of interest. If the liquid 
capital were too small to cover a net loss, 
the company would have to borrow from 
the referee who would act as a bank, ac- 
cording to rules laid down beforehand. 


Conclusion 


Although a reinsurance game probably 
will be most valuable for educational pur- 
poses, it should be mentioned in conclu- 
sion, that it can be used also in research 
work, since it shares with other business 
games the advantage that one can carry 
out laboratory experiments under con- 
trolled conditions. This privilege was 
previously reserved for the natural sci- 
ences. If the purpose is to study be- 
havior and reactions in the reinsurance 
market, the game should be played by 
experienced insurance people. It may 
also be used for experiments concerning 
new forms of reinsurance. 





tribution Parameters,” Journal of Experimental 
Psychology 53, 1957, 218-220. 











TAX PLANNING AND THE DEFERRED 
PAY CONTRACT 


Witu1aM H. HorrMan, Jr. 


The deferred pay contract is very sim- 
ilar to the base salary payment that has 
for so many years formed the foundation 
of employee compensation. Both devices 
generally provide for direct, monetary 
payments to the employee. Moreover, in 
the case of the deferred pay contract the 
amounts involved are to be paid on some 
future date. To coin a phrase, this form 
of supplemental compensation could be 
described as “a salary with an element of 
time.” It is, of course, this time element 
that makes the big tax difference. 


General Nature 


Since the label “deferred compensation 
contract” has widely divergent meanings, 
the subject matter at hand has been 
designated the “deferred pay contract.” 
Notwithstanding this effort to avoid the 
prevailing confusion in semantics, the se- 
lected substitute is still not entirely be- 
yond reproach. The suggestion has been 
made that the action of “deferring” con- 
notes a wrongful postponement to a later 
date of that which should be presently 
received. Instead, constructive criticism 
would have the process described as 
one of “averaging” or “extending” com- 
pensation. The use of “averaging” has 

William H. Hoffman, Jr., Ph.D., LL.B., 
C.P.A., is Assistant Professor of Accounting in 
The University of Texas. A member of the State 
Bar of Texas, he practiced law for several years 
before returning to The University of Texas for 
his graduate work. Dr. Hoffman had articles 
published during 1960 in Taxes—The Tax Maga- 
zine, The Tax Executive, Tax Counselor's Quar- 
terly, and the C.L.U. Journal. 

1 Hugh M. MacKay, “Deferred Compensation 
Contracts Revisited,” The Journal of the Ameri- 
can Society of Chartered Life Underwriters, X, 
No. 2 (Spring, 1956), p. 101. 


to be avoided in order to prevent any 
confusion with the averaging devices pe- 
culiar to proposals involved in income tax 
rate revision. Specific averaging pro- 
posals, although founded upon the same 
principles as the deferred pay contract, 
are broader in their overall effect. “Ex- 
tending” would be an appropriate syn- 
onym, but this term is not in common use. 

Deferred pay contracts are frequently 
overlooked by many corporations as a 
source of tax shelter for executive com- 
pensation.? This oversight is regrettable 
as these plans offer significant advantages 
when used in conjunction with well ar- 
ranged qualified pension or profit sharing 
agreements. The deferred pay contract 
can never be a substitute for the qualified 
type of pension or profit sharing plan be- 
cause its tax advantages are decidedly in- 
ferior.* On the other hand, since such 
contracts are not bound by the stringent 
limitations entailed by qualification (i.e., 
discrimination in plan coverage, etc.), 
their potentialities for supplementing the 
compensation of key executives should be 
readily apparent. 

The deferred pay contract is particu- 
larly popular in the entertainment field,' 


2 George A. Young, “Individual Deferred Com- 


pensation,” Trusts and Estates, XCV, No. 8 
(August, 1956), p. 705. 

8 Louis Schreiber, “Tax Aspects of Employee 
Compensation Plans,” Management Taxes 
(New York: American Management Association, 
1956), p. 68. 

*Thomas V. Lefevre, “Deferred Compensa- 
tion Plans,” Proceedings of New York University 
Fifteenth Annual Institute on Federal Taxation 
(Albany, N.Y.: Matthew Bender & Company, 
1957), p. 1082. 

5 Robert A. Schulman, “Tax Differentials in 
Executive Compensation,” Income Tax Differ- 
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and consequently it receives much pub- 
licity when used.* What is surprising is 
that more major corporations cannot be 
counted among the users. One writer has 
offered the following possible explana- 
tions for management's frequent reticence 
to take advantage of a good thing: 


(1) a desire to place their hands upon 
all possible cash, despite the immediate tax 
consequences, or 

(2) a reluctance to admit in any fashion 
that current needs might perhaps be de- 
ferred, or 

(8) an unwillingness to accept the risk, 
however small, that postponement of the 
receipt may result in its ultimate loss.” 


Constructive Receipt and Economic 
Benefit Doctrines 


In properly evaluating the present tax 
status of the deferred pay contract, two 
important axioms of taxation should be 
examined. These theorems, the doctrines 
of constructive receipt and of economic 
benefit, provide a means by which the 
employee can be taxed on income prior 
to the time of actual receipt. Even 
though the Treasury has found little suc- 
cess in promoting either theory, the seed 
of a potential tax problem has been 
planted that could, at any time, erupt and 
cause substantial havoc to the carefully 
laid plans of many taxpayers. 

The principle of constructive receipt 
treats income as taxable to the cash basis 


entials (Princeton, N.J.: Tax Institute, 1957), 
p. 72. 

®See the comments about the now famous 
Milton Berle contract with the National Broad- 
casting Company in J. K. Lasser, “How to Raise 
the Take-Home Pay of High-Priced Help under 
Today's Wage Freeze and Tax Laws,” The 
Journal of Accountancy, XCIII, No. 2 (Febru- 
ary, 1952), pp. 166-67. 

™Samuel F. Mirandy, “Tax Planning for the 
Corporate Official,” Lybrand Journal, XL, No. 1 
(1959), p. 50. 

8 Robert A. Schulman, “Effects of Taxation on 
Methods of Remuneration for Personal Services,” 
Federal Tax Policy for Economic Growth and 
Stability (Washington, D.C.: U.S. Government 
Printing Office, 1955), p. 172. 





taxpayer when it has been unqualifiedly 
subject to his demand, albeit such income 
actually may not have been received in 
cash or the equivalent. For example, if 
X delivers merchandise to Y in Decem- 
ber and Y tenders a check to X, but X 
induces Y to hold the check and give it 
to him in January, X has constructively re- 
ceived the payment in December and it is 
then taxable to him. Of course, if honest 
external impediments are present which 
would prevent the taxpayer from immedi- 
ately securing the benefit, then no con- 
structive receipt and no taxable conse- 
quences can result. 


A difficult problem arises where the 
impediment preventing the early receipt 
of benefits stemmed from the terms of the 
agreement made by the parties.1° Could 
not the taxpayer have bargained differ- 
ently so as to receive the payment, per- 
haps at a discounted lesser amount, either 
immediately or at an earlier time than the 
actual contract provides? The character- 
istic response to this bit of conjecture 
contends that the parties to the transaction 
should not be restricted in determining 
the terms of their contracts. This free- 
dom should encompass the right to de- 
cide, unhindered by tax considerations, 
upon the time and way in which the 
consideration should pass. The general 
consensus of opinion is that, as long as 
the parties act in good faith and in an 
arm’s length manner with a bona fide 
business purpose, the doctrine of con- 
structive receipt should not apply. Never- 
theless, this supposition cannot be applied 
to many fact situations with the mathe- 
matical certainty that would enable the 
taxpayer to foresee future consequences. 


® Philip Bardes (ed.), et al., Montgomery's 


Federal Taxes (37th ed.; New York: The Ronald 
Press Company, 1958), Chapter 1, p. 30. 

10 Hilbert P. Zarky, “Problems in Constructive 
Receipt and Deferral of Income,” Proceedings of 
New York University Thirteenth Annual Insti- 
tute on Federal Taxation (Albany, N.Y.: Mat- 
thew Bender & Company, 1955), p. 65. 
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The economic benefit theory, some- 
times called the cash equivalent doctrine, 
is another potential nemesis for the cash 
basis taxpayer.!! This principle maintains 
that the taxpayer may derive current tax- 
able income even though the property 
rights involved are not converted into 
monetary equivalents at the time the eco- 
nomic benefit arises.12 Thus, if the tax- 
payer is permitted to purchase stock from 
his corporation for $5 when the current 
market price of such stock is $10, the tax- 
payer is immediately taxed on the $5 
bargain that he secured.» Where the eco- 
nomic benefits, because they are not 
subject to normal barter or exchange, can- 
not be measured in the market place, the 
feasibility of applying the cash equiva- 
lent doctrine would seemingly be substan- 
tially curtailed.1* The main issue must 
turn on determining when the economic 
benefit has been sufficiently bestowed so 
as to justify taxing its value to the bene- 
ficiary. 

So far, no holding has been made that 
the mere incurrence of a contract right 
for future payment of salary, unaccom- 
panied by any vested funding on the part 
of the employer, constitutes a definite 
enough economic benefit to be taxable." 
The closest that the courts have come to 
the application of this doctrine to the 

“ Arthur L. Nims, III, “Deferred Compensa- 
tion Agreements,” American Bar Association 
aaa XLV, No. 11 (November, 1959), p. 

12James F. Thornburg, “How to Build Tax 
Protection into an Insured Deferred Compensa- 
tion Contract,” The Journal of Taxation, X, No. 
3 (March, 1959), p. 171. 

18 This transaction is commonly called a “bar- 
gain stock purchase.” 

4 Bedell v. Commissioner, 30 F.2d 622 (C. 
C. A. 2d, 1929); Nitterhouse v. U. S., 207 
F.2d 618 (C. C. A. 3rd, 1953); Perry v. Com- 
missioner, 152 F.2d 183 (C. C. A. 8th, 1945); 
Harold W. Johnston, 14 T. C. 560 (1950); Nina 
J. Ennis, 17 T. C. 465 (1951); and Frederick J. 
Wolfe, 8 T. C. 689 (1947). 

15 Brady O. Bryson and Thomas V. Lefevre, 


Tax Aspects of Executives’ Compensation (New 
York: Practising Law Institute, 1955), pp. 41-42. 


deferred pay contract is in the annuity 
situation. Here the present worth of the 
annuity is immediately taxable to the em- 
ployee irrespective of the fact that no 
way may exist of realizing any value prior 
to the maturity of the contract.'* 

Both theories have created considerable 
consternation among those taxpayers util- 
izing deferred pay contracts. Moreover, 
since the cash equivalent doctrine looms 
as the most troublesome of the two po- 
tential hazards, the taxpayer would do 
well to plan his tax affairs in such a man- 
ner as to defeat any possible inference 
that an economic benefit has or will come 


about unexpectedly. 


Planning for the Deferred 
Pay Contract 


The basic purpose of the deferred pay 
agreement is to enable a cash basis em- 
ployee to spread some of his total income 
over to future years. In the normal situa- 
tion, this procedure could accomplish an 
overall tax saving due to the lower 
brackets that generally follow in the post- 
retirement years. The income-spreading 
process proves unusually attractive for the 
highly paid executive whose high income 
years are apt to be concentrated in the 
last stages of his active working life. 

Since the deferred pay contract is not 
the creature of statute, no codified stand- 
ards are available to serve as guides to 
taxpayer planning. In this regard, de- 
ferred compensation agreements are radi- 
cally different from restricted stock op- 
tions or qualified pension or profit sharing 
plans. Nevertheless, the absence of legis- 
lative patterns does not obviate the ca- 
pacity to formulate certain generalities 
by which the employer corporation can 
be aided in eluding the pitfalls inherent 
in the doctrines of economic benefit and 
constructive receipt. 

These agreements are customarily re- 


18 Ward v. Commissioner, 159 F.2d 502 (C. 


C. A. 2d, 1947). 
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garded with suspicion by the Internal 
Revenue Service; hence, great care should 
be taken in drafting the contract.17 The 
bargaining between the parties should be 
evidenced by an arm’s length attitude.'® 
Tax avoidance may be a motive for the 
contract as long as it is coupled with a 
genuine business purpose.’® In this con- 
text, the succeeding comment is notably 
appropriate: 


Finally, I invite attention to the gen- 
eral rule that, ‘tax avoidance is designed to 
minimize the impact of progressive taxa- 
tion, and progressive taxation is an under- 
lying policy of the income tax.’ To minimize 
the effect of progressive taxation, a tax- 
payer may not deliberately turn his back 
upon income and thus select the year for 
which he will report it. Income is subject 
to taxation when the only thing preventing 
its reduction to possession is the volition 
of the taxpayer.?° 


Among the stimuli that might be adjudged 
as sufficient business motivation to sup- 
port the deferred pay contract are these: 
the desire to deter the executive from 
going to work for a competitor when he 
retires; the inability to pay a salary as 
high as that which the executive had been 
receiving; the need of the company in its 
business for the funds represented by the 
deferred compensation; and the wish to 
provide the executive with an adequate 
post-retirement pension.** 

In drawing up the deferred pay con- 


17 James L. Mahon, Jr., “Corporate Tax Plan- 
ning to Get Minimum Personal Tax Liability for 
Executives and Stockholders,” The Journal of 
Accountancy, XCII, No. 5 (November, 1951), 
p. 586. 

18H. Avery Rafuse, “ ‘Fringe’ Benefits and De- 
ferred Compensation,” News Bulletin of the 
Massachusetts Society of Certified Public Ac- 
countants, XXX, No. 5 (January, 1957), p. 83. 

19 George Thomas Washington and V. Henry 
Rothschild, Compensating the Corporate Execu- 
tive (New York: The Ronald Press Company, 
1951), p. 172. 

2° Roland H. Long, “Deferred Compensation 
for Executives,” Tennessee Law Review, XXIV, 
No. 3 (April, 1956), p. 299. 

21 Clement J. Clarke, Jr., “Deferred Compen- 
sation Contracts,” The Encyclopedia of Tax 


tract the corporation should reflect upon 
how the following interrogatories should 
be answered: 


Should the company contract with ex- 
ecutives individually or combine all em- 
ployees under one plan? 2? 

Should payment to the employee be 
deferred until his death or retirement or 
until the expiration of a flat period of 
time? 23 

What provisions should be made for 
termination of employment status by the 
employer for cause? What happens if the 
dismissal occurs through no fault of the 
employee? 24 

What elections should the employee be 
permitted with reference to such matters 
as the mode of payment, designation of 
beneficiaries, etc.? 25 

Does the employer intend to pay the 
amounts due to employees under the plan 
in cash, stock of the company, or a com- 
bination thereof? 

What means, if any, need be provided to 
enable the company to finance payments 
of the maturing contracts? 

What sort of conditions are appropriate 
for interjection into the contract? 

Who shal! administer the plan? 


In addition to the iterated consider- 
ations, the tax advisor to the corporation 
should never become oblivious of the pos- 
sibility that certain aspects of conven- 
tional corporate law may be relevant to 
the planning process. For instance, when 





Procedures, ed. J. K. Lasser and J. K. Lasser 
Tax Institute (Englewood Cliffs, N.J., Prentice- 
Hall Inc., 1956), p. 447. 

22 Tax considerations would seem to call for 
separate contracts. See MacKay, loc. cit., p. 106. 
Also, individual contracts can be tailored better 
to the needs and desires of specific executives. 

°3 Victor Frederick, “Illustrative Nonqualified 
Deferred Compensation Plans,” L. R. B. & M. 
Journal, XXXVIII, No. 4 (October-December, 
1957), p. 37. 

24 George B. Lourie and Arnold R. Cutler, 
“Deferred Compensation Agreements” Taxes— 
The Tax Magazine, XXV, No. 12 (December, 
1947), p. 1078. 

25 It is not wise to give the employee too much 
control over the provisions of the contract for 
fear that the courts will hold that an “early” 
vesting of benefits has taken place. 
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a corporation enters into a deferred com- 
pensation contract with an executive 
shortly before the latter’s retirement, the 
services that remain to be performed on 
behalf of the company may be held not 
to be equivalent to the amount of re- 
muneration stipulated. Whereas long and 
adequate service has been held to fall 
short of constituting adequate legal con- 
sideration,”® the stockholders could suc- 
cessfully attack the deferred compensa- 
tion arrangement on the grounds that it 
contemplated an unauthorized gift of cor- 
porate assets.*", Foresight on the part of 
the tax advisor either in finding some 
other suitable means of compensating the 
executive or in securing stockholder ap- 
proval for the deferred pay contract could 
avoid the undesirable consequences that 
have been mentioned. 

In drafting the deferred pay contract, 
the tax advisor should make liberal use 
of those other plans that may have stood 
the test of time or of audit by the Internal 
Revenue Service. These are frequently 
available to him in sample forms and are 
occasionally discussed in competent tax 
services and in the proceedings of tax in- 
stitutes,?® 


Funding the Deferred Pay 
Contract 


When the total amounts payable under 
deferred pay arrangements become sub- 
stantial in relation to the company’s earn- 


ing power, careful thought should be 


26 Powman v. Indian Refining Co., 20 F. Supp. 
1 (1937). 

2? Kerbs v. California Eastern Airways, 83 A.2d 
473 (1952). 

28 See Jesse R. Fillman, “Ford Motor Company 
Benefit Plans,” Proceedings of New York Uni- 
versity Seventeenth Annual Institute on Federal 
Taxation (Albany, N.Y.: Matthew Bender & 
Company, 1959), pp. 883-903 where sample 
deferred compensation plans of the Ford Motor 
Company are discussed. See also Robert B. 
Fetter and Donald C. Johnson, Compensation 
and Incentives for Industrial Executives ( Bloom- 
ington, Indiana: Indiana University Press, 1952), 
p. 189, Appendix G. 


given to finding methods of financing the 
promised payments.”® The ideal solution, 
at least from the standpoint of helping 
the employer meet the maturing obliga- 
tions and in providing the employee with 
maximum security, would be to establish 
an irrevocable trust for the benefit of the 
employee. Unfortunately, this alternative 
results in the contributions by the em- 
ployer being immediately taxable to the 
employee-beneficiary.° If the trust is 
made revocable, no guarantee can be had 
that the funds will endure until the time 
that the deferred pay contract matures. 
In the last arrangement, the corpus of the 
trust would remain constantly available 
to the employer or its creditors to meet 
the general needs of the business.** In 
short, funding via the trust route is a 
somewhat ineffective and rather risky pro- 


cedure.®? 


Many concerns have found life insur- 
ance to be a most suitable mode of financ- 
ing the deferred pay contract. The mathe- 
matics of this form of funding may 
operate to provide added benefits to the 
employee at no appreciable increased 
cost to the employer. For example, if a 
corporation carries insurance on an ex- 
ecutive to meet an obligation to pay future 
compensation to him or his heirs, the face 
amount of the policy that need be carried 
may be as little as one-half of the value 
of the deferred pay contract. This result 
comes about because the corporation will 
receive the insurance proceeds tax free as 
well as secure a deduction for the pay- 


ments made to the employee-beneficiary. 


2° Samuel J. Foosaner, Tax Uses for Life In- 
surance (Chicago: Callaghan & Company, 1957), 
p. 64. 

3%9T, R. C. 1954, Sec. 402 (b). 

81 Arthur D. Sporn, “Some Proposed Revisions 
of the Provisions of the Internal Revenue Code 
Governing the Taxation of Deferred Compensa- 
tion Arrangements,” Tax Law Review, XIV, No. 
2 (Jamuary, 1959), p. 301. 

82 Melvin Cornfield, “Executive Deferred Com- 
pensation,” Taxes—The Tax Magazine, XXXVI, 
No. 8 (August, 1958), p. 557. 
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Thus, if the employer is in a 52 per cent 
tax bracket, $50,000 worth of insurance 
would finance compensation payments of 
$76,000." 

Financing by the use of life insurance 
can be extremely precarious if certain 
safeguards are not set up. To prevent in- 
come recognition to the individual, the 
corporation should be made the sole 
owner of the policy. Therefore conditions 
or clauses in either the insurance policy 
or the deferred pay contract that might 
be held to give the executive an interest 
in the insurance must be avoided. Bene- 
fits should be payable by the insurance 
company to the employer and not to the 
employee. If the employee has any of the 
incidents of ownership in the policy or 
has the right to designate a beneficiary, 
the premiums paid by the corporation 
may be taxable to the employee as addi- 
tional compensation.** 

Proponents for the extensive use of in- 
surance programs as funding devices re- 
recently received a scare when the Tax 
Court handed down its opinion in the 
action of Oreste Casale.** In this case a 
corporation entered into a deferred pay 
contract with its majority stockholder (98 
per cent interest) and then proceeded to 
fund the agreement with an insurance 
policy on the life of the stockholder. The 
corporation was the full owner of the pol- 
icy although the stockholder-employee 
had the right to designate who would be 
the in the event of his death. 
The Tax Court held that the annual pre- 
mium paid on the policy was a distribu- 
tion to Casale that was the equivalent of 
a taxable dividend. In reversing the de- 
cision of the Tax Court, the Court of 
Appeals for the Second Circuit found no 
basis for disregarding the corporate en- 


3 William J. Casey, “Talking Sense About 
Incentives — Deferred Compensation,” Retail 


Control, XXV, No. 1 (September, 1956), pp. 
66-67. 

* Henry E. Prunier, 28 T. C. 19 (1957). 
3596 T. C. 1020 (1956). 


tity. The appellate court seemed to be 
influenced by the fact that the insurance 
policy constituted a corporate asset which 
was subject to the claims of the com- 
pany’s creditors. Assuming the corpora- 
tion chose to use the insurance proceeds 
for general business purposes, it could 
satisfy its obligations under the deferred 
pay contracts with funds from other 
sources.®¢ 


Advantages and Disadvantages in 
Establishing Deferred Pay 
Contracts 


The pecuniary tax advantage to the em- 
ployee of the deferred pay contract can 
be readily apparent by the use of a simple 
illustration which is predicated upon hy- 
pothetical amounts and accepts 1959 tax 
rates aS remaining constant. A married 
executive has a net taxable income of 
$40,000 for the year 1959. In several 
years this executive proposes to retire at 
the age of 60 with 50 per cent of his 
present base pay as a yearly allowance. 
Suppose that the corporation contemplates 
offering this employee an extra $10,000 
bonus, what would be the tax conse- 
quences if the payment were made as a 
lump sum in 1959 or if it were broken 
into installments payable at $2,000 an- 
nually over the first five years of retire- 
ment? Taking the bonus in 1959 would 
benefit the executive by only $4,220 since 
$5,780 will be lost as extra taxes. If the 
intended beneficiary accepts the deferred 
pay contract alternative, he would clear 
a total of $6,200 over the five-year retire- 
ment period. This choice would entail a 
loss of only $3,800 in taxes, compared with 
the $5,780 for the lump sum bonus pay- 
ment. Obviously the progression of the 
tax rates creates savings that are more 


pronounced as the taxpayer’s salary 


86 947 F.2d 440. See also Roy G. Moser, “Com- 
pensating the Corporate Executive Presents Vari- 
ous Tax Problems,” The Journal of Taxation, 
VIII, No. 1 (January, 1958), p. 42 for a dis- 
cussion of the Casale Case. 
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bracket becomes higher or as the bonus 
payments become more substantial. In 
addition to the tax advantages illustrated, 
the deferred pay contract offers a certain 
degree of security to the employee by 
effectuating a form of forced saving that 
postpones the current consumption of the 
benefits. 

The advantages of the deferred pay 
contract to the employer are not negli- 
gible. Deferred contracts, by placing 
financial barriers in the way of executives 
who might be lured away by competing 
concerns, do have considerable holding 
power.8? These arrangements may be 
highly beneficial in the case of the growth 
corporation. Since such a business is apt 
to place a high priority upon the immedi- 
acy of funds for expansion and other 
worthy current business purposes, the 
postponement of certain salary payments 
may be a desirable procedure. Further- 
more, the deferral of the corresponding 
salary deductions to future and more 
profitable years could improve the long 
run tax position of the corporation. 

One objectionable feature for the em- 
ployer of deferred pay agreements is that 
the present financial structure may be dis- 
torted by postponing into future periods 
substantial disbursements that are really 
current expenses.** Accruing these de- 
ferred amounts as liabilities would not be 
an expedient solution to the problem be- 
cause of the impending possibility that the 
obligation may never fully materialize.** 
The best answer available to prevent cur- 
rent financial statements from being mis- 
leading would be to reflect the postponed 
compensation parenthetically, by footnote 
~ * Challis A. Hall, Jr., Effects of Taxation— 


Executive Compensation and Retirement Plans 
(Boston: Harvard University, 1951), p. 7. 

88 Seymour S. Mintz, “An Outline of the Tax 
Rules, Techniques, and Implications of Spread- 
ing Compensation,” The Journal of Taxation, III, 
No. 2 (August, 1955), pp. 66-67. 

3° For example, the employee could quit his 
job before his rights under the deferred pay 
contract became vested. 


presentation, or by such other manner ap- 
propriate for the treatment of contingent 
liabilities. Even this procedure is subject 
to the criticism that a future period, and 
perhaps a different management, will still 
be unfairly charged with the responsibil- 
ity for disbursements and expenses that 
belong elsewhere. 


The biggest disadvantage lies in the 
fact that the employer obtains an income 
tax deduction for the deferred amounts 
only when they are actually paid to the 
employee. This delay in the securing of 
the deduction may mean either more, less, 
or the same overall tax liability, depend- 
ing upon the relative earnings of the cor- 
poration on the date that the contract was 
formulated as compared to when the pay- 
ments to the executive were made. Never- 
theless, in tax matters management gen- 
erally prefers the immediate to the post- 
poned deduction. 


No employee relishes the prospect of 
being financially frozen to his present em- 
ployment. The immediate vesting of bene- 
fits, the very thing that deferred pay con- 
tracts seek to avoid, would bestow upon 
the employee greater economic mobility 
and a better chance to move to more lu- 
crative employment.“ The executive has 
no real security other than the employer's 
promise to pay, that the contract obliga- 
tion will be honored. Tomorrow’s busi- 
ness losses might preclude the employer 
from carrying out its part of the contract. 
Also, future managements might prove 
hostile to the executive and try to avoid 
payment by asserting any pretext within 
the contingency clauses.*! 

The deferred pay contract leaves much 
to be desired for the young executive on 
his way up. Since this employee is faced 


* Query whether or not this will result in an 


undesirable allocation of executives among com- 
panies. 

41 The occurrence of mergers, an increasing 
possibility in today’s business world, might easily 
bring about a change of management. 
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with the expense of raising a family and 
acquiring a home, an immediate increase 
in cash benefits might be a preferable 
form of compensation. The employee who 
will be most attracted by these contracts 
will be contained within the annuated 
and higher income group and about ten 
years away from retirement. 

Several further disadvantages to the 
executive should be pointed out. First, 
the employee will not always be in a 
lower tax bracket when he retires. If he 
has substantial outside income or if the 
tax rates should rise appreciably, he 
might better have received the deferred 
payments during his active working years. 
Second, the deferred pay contract usu- 
ally does not take account of inflation- 
ary trends. The consideration originally 
agreed upon, often a flat monetary sum, 
is the amount that will ultimately be 
paid. Arrangements can be made, al- 
though rare, whereby the securities of the 
employer can be substituted as the means 
of payment. If the executive’s deferred 
compensation is thusly expressed in terms 
of security units determined as of the 
date of the contract, some hedge against 
inflationary forces is provided. 

Deferred pay contracts may generate 
side effects that aggravate already exist- 
ing standard tax problems of executive 
compensation. Hence, the postponed sal- 
ary commitment is a relevant factor to 
consider in evaluating the vulnerability 
of executive pay packages to a determina- 
tion by the Service that the overall com- 
pensation is excessive and unreasonable.*” 
For example, assume that an executive 
with five years of active work remaining 
before retirement, receives an annual sal- 
ary of $40,000. If the employee enters into 
a deferred pay contract that provides for 
an annual payment of $10,000 per year 
for the first five years of retirement, the 
total compensation to be received over 
this individual’s working life becomes im- 
~ # Reg. 1.162-7 (b). 


portant.** The test of reasonableness 
might be applied on the presumption that 
the executive was earning $50,000 yearly 
during the pre-retirement period.* 


Utility of Conditions 


For tax planning purposes and to ac- 
complish legitimate business objectives, 
the employer may wish to include certain 
conditions in the deferred pay contract. 
Such qualifications would be designed to 
make the right to payment or the amount 
of the benefit contingent upon the con- 
tinued existence or the subsequent devel- 
opment of certain circumstances.*® The 
main problem comes in selecting the right 
qualifications and in combining them in 
such a way as not to impair the desir- 
ability of the plan for the employee.** 
Because the insertion of sham conditions 
merely for tax effect might be worse than 
having none at all, the restrictions se- 
lected should be realistic and reasonable. 
Thus covenants not to compete, that are 
unrestricted as to time and space, would 
be of little value in those jurisdictions 
where they are unenforceable as being in 
restraint of trade and therefore against 
public policy.*7 Additionally, the contract 
would not be realistic if it called for the 
executive to provide reduced post-retire- 


*3Qne author has ingeniously suggested that 


where the contract contains post-retirement con- 
ditions requiring consultation that the deferred 
payments might, by themselves, be considered 
unreasonable for the value of the consultation 
actually performed. See Washington and Roth- 
schild, op. cit., p. 184. 

** Harold O. Love, “Deferred Compensation 
for Key Men,” Labor Law Journal, Il, No. 5 
(May, 1951), p. 352. 

*5 Harlan Pomeroy, “Real Contingencies Im- 
portant in Unqualified Pension Plan—and Be- 
ware of Funding,” The Journal of Taxation, X, 
No. 2 (February, 1959), pp. 110-11. 

46 Clement J. Clarke, Jr., “Deferred Compen- 
sation Contracts for Services,” Proceedings of 
New York University Tenth Annual Institute on 
Federal Taxation (Albany, N.Y.: Matthew 
Bender & Company, 1952), p. 170. 

47 Grover C. Grismore, Principles of the Law 
of Contracts (Indianapolis, Indiana: The Bobbs- 
Merrill Company, 1947), Sec. 283. 
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ment services of a consultative nature at 
the same salary scale that he was receiv- 
ing when he was a full time employee.* 

A list of six of the more commonly used 
conditions that have been incorporated 
into the deferred pay contracts are set 
forth below: 


(1) A condition that precludes the em- 
ployee from assigning or pledging his 
rights under the contract.*® 

(2) A condition that requires that the 
employee during his post-retirement years 
remain available for the performance of 
consultation services. 

(3) A condition providing that the em- 
ployee shall have no rights to any deferred 
payments until he reaches a specified re- 
tirement age. 

(4) A condition preventing the em- 
ployee from competing with his employer. 

(5) A condition making all deferred 
benefits contingent upon the employee's 
post-retirement income from extraneous 
sources. 

(6) A condition making the amount of 
deferred benefits contingent upon the fu- 
ture earnings of the employer. 


The plight of the closely held, family 
type of corporation deserves special men- 
tion. In addition to the normal tax risks 
that commonly confront these corpora- 
tions (e.g., meeting the reasonableness 
test for compensating executives and 
avoiding the penalty surtax for unreason- 
able accumulations) a strong tendency 
exists among federal authorities to hold 
that the deferred pay contract results in 
a constructive receipt of income by 
the executive-stockholder.5® Once it is 
deemed advisable to establish the de- 


48 John R. Lindquist, “The Fundamentals of 


Deferred Compensation,” Illinois Bar Journal, 
XLIII, No. 10 (June, 1955), p. 759. 

*#2When the employee cannot get anything 
from his contract either through sale, barter, or 
pledge, the claim that it confers an immediate 
economic benefit is difficult to justify. The prob- 
lems of arriving at a fair discounted value of 
the employer’s unsecured and conditional prom- 
ise to pay present fairly insurmountable hurdles 
for the Internal Revenue Service and the courts. 

50 Richard R. Deupree, 1 T. C. 113 (1942) 
and J. H. McEwen, 6 T. C. 1018 (1946). 


ferred pay contract as a form of executive 
remuneration,®! the greater potential haz- 
ards would justify heedful attention to 
the choosing and drafting of the condi- 
tions to be included. When the conditions 
embodied in the contract are substantial, 
tax disaster may be avoided. 


Planning for the Future 


When an employer on behalf of the 
employee, purchases a _ nonforfeitable 
commercial annuity from an insurance 
company (not pursuant to a qualified pen- 
sion or profit sharing plan), the annuitant 
is held to have received an economic bene- 
fit which is taxable as current income in 
the amount of the present discounted 
value of the contract.5? Tax practitioners 
were previously disturbed over the possi- 
bility of carrying the tax consequences 
of the annuity over into the area of the 
deferred pay contract. The plausibility of 
an association is not an ungrounded con- 
tingency when one considers the basic 
similarities that exist between annuity 
and deferred pay contracts. One writer 
crystallizes the problem in the following 
manner: 


And it is frankly difficult for many tax ex- 
perts to see any sound or logical justifica- 
tion for differentiating the economic bene- 
fit attributable to the receipt of an insur- 
ance company annuity contract which has 
no realizable cash surrender value and 
cannot be assigned or otherwise antici- 
pated from the economic benefit inherent 
in the acquisition of an unconditional right 
to enforce a similar promise directly from 
a corporate employer such as, say, the 
United States Steel Corporation.®* 


51 Since the owner and executive of the closely 


held corporation are often one and the same, the 
deferred pay contract may not have much of a 
tax advantage. Query, whether or not the retire- 
ment status of the executive-stockholder would 
always mean a lower tax bracket? See Leon L. 
Rice, Jr., “Incentives for Executives of Small 
Corporations,” Taxes—The Tax Magazine, 
XXXII, No. 3 (March, 1954), p. 226. 

52R. C. 1954, Sec. 403 (c). 

53 Schulman, loc. cit. (cited in footnote 8), 
pp. 172-73. 
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but it seems certain that substantial tax 
pitfalls have not been filled.5* Cautious 
conjecture would seem to reflect that the 
new Ruling did not alleviate any of the 
following problems: 


As long as the employee continues work- 
ing for the corporation prior to his retire- 
ment, the deferred pay contract is 
distinguishable from the commercial an- 
nuity. The future deliveries promised by 
the deferred contract are actually being 
earned by the executive during his active 
working life. Once he retires, however, 
any differentiation becomes only one of 
who is committed to make the future 
payments—the employer or the insurance 
company. The use of post-retirement con- 
ditions, in the nature of those that have 
previously been discussed, can offer some 
tax shelter. Unfortunately, the more effec- 
tive conditions are the substantial ones, 
and these make the plan unattractive to 
the employee.** 

The position of the Internal Revenue 
Service as to the taxable status of the 
deferred pay contract has recently been 
made clear. Despite the Commissioner's 
publicly expressed non-acquiescence to a 
case handed down by the Court of Ap- 
peals for the Seventh Circuit which sup- 
ported the non-taxability of a deferred 
pay contract, the Service now views 
the doctrine of constructive receipt as not 
being applicable to the instant situation.™* 
The full effect of the new Revenue Ruling 
is not entirely clear at this early time, 

% Roy A. Wentz, “Current Developments in 
the Taxation of Compensation for Services 
Rendered,” Miami Law Quarterly, XI, No. 2 
(Winter, 1957), p. 183. 

55 Commissioner v. Oates, 18 T. C. 570; 207 
F.2d 711 (C. C. A. 7th, 1953). 

56 Rev. Rul. 60-31; I. R. B. 1960-5, 17. 


(1) The dangers of “funding” a de- 
ferred pay contract. 

(2) The possibility of applying the 
doctrines of constructive receipt or eco- 
nomic benefit when the beneficiary is given 
too much control over subsequent modi- 
fication of the terms of the pay contract. 

(8) The “reasonable compensation” re- 
quirement. 

(4) The postponement of the employ- 
er’s tax deduction until the actual payment 
of the amount of the contractual obliga- 
tion to the employee. 

(5) Any of the non-tax problems that 
may plague the corporate advisor (e.g., 
the correct and timely recognition of cor- 
porate expenses and liabilities, meeting 
the needs of an employee's current living 
requirements) . 


In view of the foregoing, such devices as 
the insertion of conditions in deferred pay 
contracts (particularly to forestall point 
(2) listed above) have not been rendered 
obsolete by the government's new stand. 
Many, if not all, of the time-honored tax 
planning techniques previously practiced 
and discussed in this article still will be 
in order if the corporate advisor is to 
maximize the legitimate tax avoidance 
potential of the deferred pay contract. 


5? Richard H. Appert, “Contingencies in De- 


ferred Compensation Agreements May Still Be a 
Wise Precaution,” The Journal of Taxation, XIII, 
No. 1 (July, 1960), pp. 12-15. 
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TEACHING TECHNIQUES: 
PROPERTY INSURANCE CONTRACT ANALYSIS 


James J. CHASTAIN 


In many respects this discussion is like 
making a speech on “Remedies for Rheu- 
matism” at the old soldier's home, on 
“Prospecting” at the Million Dollar Round 
Table, or on “How to Block and Tackle” 
to the Philadelphia Eagles. The audience 
has already arrived at some kind of satis- 
factory solution or the members wouldn't 
be present. But the subject is of such im- 
portance to continued success and well 
being that it is still of interest. 

Teaching contract analysis is a constant 
problem for every insurance teacher. 
Each teacher has arrived at some solution 
to the problem or he wouldn’t be where 
he is. But just as there are innumer- 
able rheumatism remedies, prospecting 
methods, and blocking techniques, there 
is as yet no “one best way,” which can be 
agreed upon, for teaching property insur- 
ance contract analysis. And the unscien- 
tific opinion is widely held with regard 
to rheumatism remedies, prospecting, 
blocking in football and teaching contract 
analysis, that what works best for the in- 
dividual is best. 

Neither this fact nor the fact that there 
is a wide diversity of insurance offerings 
in our schools should detract from the 
importance of a careful analysis of the 
teaching techniques which are employed. 
Whatever the subject matter of the insur- 
ance or risk management courses, whether 

James J. Chastain, M.B.A., C.L.U., C.P.C.U., 
is Assistant Professor and Director of the Insur- 
ance Program in Omaha University. Formerly a 
faculty member at the University of Wyoming 
and at Drake University, Mr. Chastain’s earlier 


articles have been published in Best’s Insurance 
News and in Air Force/Space Digest. 


the functional or lines approach is used; 
whether six or thirty hours of insurance 
courses are offered, at some point students 
must be taught to analyze property in- 
surance contracts. The problem is as un- 
avoidable as membership on faculty com- 
mittees. 

And the problem is not yet solved. In 
preparation of this paper, the author cor- 
responded with some of the most distin- 
guished members of the insurance teach- 
ing profession. Typical responses to the 
question, “How do you teach property 
insurance contract analysis?” include: 

I change the way I do things every se- 

mester. 

I feel that I have not sufficient time to do 

more than cover the subject inadequately. 

I have no suggestions to make to you for 

teaching property insurance contract analy- 

sis. 

Since the problem of teaching students 
to analyze contracts is ubiquitous for in- 
surance teachers, since it is admittedly a 
sticky one, and since members of this 
profession are greatly interested in re- 
search, one would think that some care- 
ful studies might exist of teaching tech- 
niques in this field. But it seems that the 
teachers work so hard at trying to solve 
the problems of the insurance industry 
that sometimes they overlook their own 
problems. 

The answer that it is the teacher's job 
to teach the subject, not the student, is 
only partly satisfactory for the subject of 
insurance is so broad that he must de- 
cide what parts of the subject are to be 
taught. If the efficiency of teaching any 


( 29) 
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part of the subject is increased, more time 
is available for teaching other parts of 
the subject. The teacher who uses the 
most effective means available is doing 
a better job of teaching both the student 
and the subject. Academic freedom 
should not be used to shield pedagogic 
complacency. 

A sufficient justification for not trying 
to explain the “one best way” to teach 
contract analysis arises from the fact that 
no one with whom the author has corre- 
sponded has a solution to this problem 
with which he is entirely satisfied. 

How should one learn to analyze prop- 
erty insurance contracts? The answer to 
this question is rather simple. The only 
way to gain a thorough mastery of prop- 
erty insurance contracts is to spend many 
hours studying the contracts themselves, 
with the goal of solving specific loss prob- 
lems. Textbooks, FC ¢ S Bulletins, PF & 
M Analyses, and pertinent court cases are 
valuable aids but are not substitutes for 
detailed study of the contract. It is help- 
ful for the student to have a law degree 
before this study is undertaken. Few 
companies make this kind of educational 
opportunity available in company train- 
ing programs. The opinion is widely held 
in the industry that it takes five or more 
years to train an underwriter or a claims- 
man. This idea is probably correct even 
with regard to the limited area of learn- 
ing contract analysis, if experience on the 
job is the only teaching technique em- 
ployed. And for companies using this 
method of teaching contract analysis, it 
is important to distinguish between five 
years’ experience and one year’s experi- 
ence repeated five times. 

In addition to contract analysis, areas 
of study which may be included in under- 
graduate insurance courses include risk 
theory, insurance history, regulation, types 
of carriers, rate-making, underwriting, 
marketing systems, financial management, 
reinsurance, risk analysis, loss prevention 
and other subject areas. These subjects 
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may be presented by development of each 
as a separate area, the functional ap- 
proach. They may be developed only as 
they apply to certain types of contracts, 
the lines approach. Or some combination 
of functional and lines approach may be 
used. 

Whatever the approach used, the 
amount of time devoted to contract 
analysis and to each of these other areas 
must be a matter of judgment for the 
individual teacher. 

Since it is unlikely that the time avail- 
able for undergraduate study will be ade- 
quate to allow the thorough study de- 
scribed above, the teacher must decide 
carefully what methods of teaching to 
employ in the hours of class and study 
time allotted to contract analysis. 


Different Approches 


Three approaches of teaching contract 
analysis seem to be in rather wide use. 
For lack of better names they may be 
called the general approach, the single 
policy approach, and the multiple policy 
approach. Fortunately, they are not mu- 
tually exclusive. Any one or more ap- 
proaches may be used in courses taught 
on a functional or lines basis. 

The general approach attempts to teach 
the student to analyze coverage questions 
in terms of the persons, places, perils, 
property, period of time, and losses cov- 
ered by policies and to know where to 
look in policies to find answers to these 
coverage questions. To the teacher using 
this general approach, it is more important 
that the student be able to analyze the loss 
problem in these terms and to know 
where to look in the policy for the an- 
swer, than to know whether or not a par- 


1 For discussion of lines and functional methods 


of teaching see: 

Kenneth W. Herrick, “Teaching the Basic 
Property and Casualty Course,” Journal of 
AAUTI, Vol. XXIII, No. 1 (March, 1956), pp. 
70-72. 

Lewis V. Irvine, “Education and Training for 
All Lines of Insurance, Journal of AAUTI, Vol. 
XXIII, No. 2 (Fall, 1956), pp. 40-42. 
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ticular form affords coverage. Specific 
contracts are examined only to illustrate 
general policy provisions.” 

In the single policy approach one con- 
tract is selected for careful analysis. Other 
contracts are considered only to the extent 
that they differ from the policy studied in 
detail. The standard fire policy covering 
dwelling and contents is commonly used 
as the “typical” policy. 

The multiple policy approach provides 
for a very limited amount of time to be 
spent analyzing each of a wide variety of 
contracts. The advanced kit provided by 
the Association of Casualty and Surety 
Companies and other Associations in- 
cludes thirty-six policies this year. The 
American Mutual Insurance Alliance kit 
includes twenty-seven policies. The ex- 
treme case of the multiple policy approach 
would allow study of each of these pol- 
icies for only one or two class hours in 
a three-hour one semester course. 

Each of these approaches has some ob- 
vious advantages and some serious short- 
comings. The general approach puts first 
things first. It calls for analysis of the 
loss prior to analysis of the contract. But 
the student exposed only to the general 
approach could conceivably complete the 
course without ever knowing the exquisite 
joy of policy perusal. The single policy 
approach allows careful examination of 
one policy which is assumed to be rela- 
tively typical. It is very dangerous though 
to generalize from fire policies to liability 
policies, to fidelity bonds, or to inland 
marine policies. The story is told of a 
man who was gored by a black bull. After 
that he never again entered the pen with 
a black bull. He was subsequently gored 
only by red bulls and white bulls! The 
multiple policy approach at least exposes 
the student to a large number of policies 
but many students seem immune and as 


2 For a textbook explanation of the general ap- 
proach see: 

Mehr, Robert I., and Cammack, Emerson E., 
Principles of Insurance (rev. ed.; Homewood: 
Richard D. Irwin), chap. 7. 


contract analysis. 


Professor Cammack stated in discussing 
this subject at the Annual Meeting of this 
Association in 1955, “If a man learns less 
and less about more and more, finally he 
knows nothing about everything, and is:a 
sociologist.” * 

Still another approach to teaching con- 
tract analysis might have real possibili- 
ties. 

On the opening day of class, the policy 
kit and a series of perhaps two hundred 
loss problems could be given to the stu- 
dents. These loss problems would be 
graded as to difficulty and on a random 
basis would pertain to a maximum of 
four or five policies. If the course is a 
beginning one, these might include a 
Homeowner's policy, an automobile pol- 
icy, a major medical policy, and a life in- 
surance policy with appropriate riders. If 
the course is an advanced one, the pol- 
icies might include a fire and extended 
coverage policy for building and contents, 
a comprehensive general liability policy 
including automobile coverage, a com- 
prehensive 3-D policy, and a business in- 
terruption policy. 

Five problems could be assigned for 
each of forty classes and the first ten min- 
utes of each class could be devoted to 
discussing and answering these loss ques- 
tions. The questions should be of such 
a nature that the answers could be se- 
cured in approximately twenty minutes 
of careful study. This would allocate no 
more than 20 per cent (only nine hours) 
of the class time to contract analysis. This 
part of the course need not be related to 
the principal assignment of the day. Con- 
tinual reference to policies should not 
only teach coverage but should materially 
aid in making other areas of study more 
meaningful. 

This approach may or may not prove 
valuable in teaching property insurance 
But the insurance 

“Teaching the Basic Property and Casualty 
Course: Discussion,” Journal of the American 


Association of University Teachers of Insurance, 
Vol. XXII, No. 1 (March, 1956), p. 80. 
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teacher should remain just as open 
minded regarding new teaching ap- 
proaches as he would like the insurance 
industry to be regarding new develop- 
ments in insurance. 

Thus the insurance teacher has three 
or four special tools in his contract analy- 
sis kit. He may teach generalization 
among all kinds of policies with little or 
no reference to specific contracts. He 
may teach one contract in depth and gen- 
eralize from this to other contracts. Or, 
he may give as much time as possible to 
as many contracts as possible. 

Where a very limited amount of time 
is available for study of contract analy- 
sis, the general or single policy approach 
must be used. A fairly adequate treat- 
ment of the general approach may be de- 
veloped in two to three hours of class 
time. In the first one or two hours of 
lecture, the teacher can distinguish clearly 
between the questions of what are the 


In the next one or two hours of 
class time, he can have students practice 
finding answers to these questions in a 


Assume that a student is faced with the 
question, “Is the insured’s son’s fraternity 
brother covered by the insured’s auto lia- 
bility policy while driving the insured’s 
car?” He learns that the correct answer 
is not “yes” or “no” but rather that this 
problem involves primarily what persons 
are covered under the policy. To get the 
answer, he will need to examine the in- 


suring agreement and the definitions sec- 
tion. 


Consider the question, “Does the fire 
policy cover the insured’s dog which was 
run over by a delivery truck?” The an- 
swer at this point is not “yes” or “no” but 


the questions involved are: what prop- 
erty, what perils, and what places does 
the fire policy cover. Answers to these 
questions are found in the ‘suring clause, 
the household contents section, and the 
extended coverage section. 

Although it is true that before a claim 
would finally be settled, the adjuster 
would have to check the time of the loss, 
the persons involved, the type of loss, and 
any possible hazard suspensions in addi- 
tion to the questions listed here, loss prob- 
lems can be so worded as to place em- 
phasis on one or two important coverage 
concepts. 

Professor Bickley reports that he de- 
velops an adequate treatment of the single 
policy approach in two hours of class 
time using the M & C form and a series 
of coverage questions. The first hour is 
spent in a classroom analysis, using a 
visual presentation covering the insuring 
agreement, the exclusions, and conditions 
of the policy. The second hour is spent in 
reviewing the answers to the coverage 
question. Mimeographed answers are 
provided for coverage questions not an- 
swered in class. 

Where more time is available, the mul- 
tiple policy approach may be employed. 
Professor Herrick’s paper, previously re- 
ferred to, suggests that twenty-one hours 
of a forty-five class hour (i.e. three-hour 
one semester) course in property insur- 
ance might be devoted to a study of ten 
types of insurance by line. The remainder 
of the course would be devoted to rating, 
underwriting, marketing, history, current 
problems and other subjects, through a 
functional approach. 

Anyone who has taught a three-hour 
course in property and casualty insurance 
must have experienced great perplexity 
in deciding which lines of insurance to 
ignore and which policies within included 
lines, to omit in discussion. Professor 
Herrick allocates two hours to the study 
of public liability insurance and one hour 
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to aviation insurance. To what extent is 
contract analysis possible in such a short 
period? Some teachers have found it im- 
possible to use the multiple policy ap- 
proach in teaching even a second course 
in property insurance. Invariably one finds 
himself starting the semester with the best 
of intentions to cover eight or ten lines 
rather uniformly. More time is spent with 
the fire contracts than was intended and 
thus the approach shifts automatically 
from the multiple policy approach to the 
single policy approach, with primary em- 
phasis on fire insurance. (Fire insurance 
is the subject of greatest emphasis be- 
cause typically it is covered first in the 
textbooks.) A young insurance teacher 
recently stated that the first half of his 
graduate course in property insurance was 
the best learning experience he ever had 
but that the teacher, finding at mid-term 
that only one line of insurance had been 
discussed, felt compelled to spend the 
rest of the semester “covering the ma- 
terial.” 

What is being suggested here is that 
even as a second or third course in insur- 
ance, a property insurance course which 
allows two or three hours of class time 
for coverage of a line does not give time 
for more than a cursory study of contract 
analysis. 


Which Approach to Use? 

Which of the different approaches or 
what combination of the approaches de- 
scribed, should the teacher use? The an- 
svwer depends upon the time available for 
ceatract analysis. If less than twenty 
heurs of class time is available, some 
combination of the general approach and 
the single policy approach is suggested. 
Tv‘o hours could be devoted to the gen- 
erg: approach, two or three hours could 
be ‘spent on a careful analysis of a single 
pocy and whatever time remained could 
be ‘illocated to examination of other pol- 


ici. 


: 


t 


If more than twenty hours of class time 
is available for contract analysis, a limited 
number of lines (perhaps no more than 
five) could be examined using the mul- 
tiple policy approach. 

In all of the approaches described there 
is an implicit assumption that appropriate 
loss examples will be used in conjunction 
with policies. Professor Mehr calls these 
Little Audrey cases. Professor Curtiss 
Elliott has an infamous pair of ladies 
known as the LaRue sisters who are vic- 
tims of an inordinate amount of misfor- 
tune. From a pedagogical point of view, 
these cases should be graded as to diffi- 
culty, i.e., they should begin at a simple 
level and should increase in difficulty as 
the student gains greater experience in 
contract analysis. The great majority of 
claims that students will encounter in the 
“after life” will be simple, and they should 
learn 


adc ean atadh ema ate ele- 
phant after a sudden gust of wind dis- 
lodges it from his head, he may be in 
serious doubt over whether a loss to the 


court. These cases may have a place at 
an advanced level but they are unduly 
confusing to beginning students of con- 
tract analysis (and to teachers without 
teacher's manuals ). 

Sincere enthusiasm, carefully developed 
plans and a well defined goal may make 
up, in part at least, for a less than perfect 
approach. 

Don't Do This; De This 
In summary, some “don’t’s” and “do's” 
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teaching property insurance contract 


analysis would seem to include the fol- 
lowing: 


Don’t 
1. Read long portions of policies in 


class. (The teacher who feels compelled to 
read them aloud, could read them to his 


children at bedtime.) 


2. Assign loss questions ungraded as to 
difficulty. 

‘8. Assign loss questions for which the 
student never learns the correct answers. 
This would be a little like asking the stu- 
dent to bowl for an evening without ever 
learning his score. 

4. Substitute distribution of policy kits 
for teaching contract analysis. 





Do 


1. Decide how much time should be 
devoted to contract analysis in each 
course. 

2. Choose the approach or combination 
of approaches, (general, single policy, or 
multiple policy) best adapted to the time 
available. 

8. Use loss questions graded as to diffi- 
culty and as to correct answers. 

4, Assume the existence of a number of 
typical policies in loss questions, rather 
than a single policy. It is at least as im- 
portant for students to know in which pol- 
icy to search for coverage answers as to 
know where to look in the policies. 

5. Choose a limited number of lines for 
consideration. 























TEACHING THE ANALYSIS OF FINANCIAL 
STATEMENTS 


GraANT OsBORN 


The student with a thorough under- 
standing of the financial statement of an 
insurance company has a good foundation 
of knowledge of the entire field. In fact, 
it is no exaggeration to say that one inter- 
ested in insurance as a career who can not 
interpret an insurance financial statement, 
has some glaring gaps in his education. 
Therefore, this analysis should play a 
leading part in any advanced course in 
insurance. Many teachers use the finan- 
cial statement as a background for areas 
other than insurance accounting, e.g., reg- 
ulation, investment practices, and agency 
problems. 

This discussion will be limited to finan- 
cial statements of property insurance com- 
panies. Many of the procedures and 
techniques developed here are applicable, 
however, to life insurance company state- 
ments. 

In teaching this topic, most emphasis is 
placed on use of the Annual Report to 
Stockholders. These are available in suffi- 
cient numbers to permit each student the 
use of a copy. Such reports also contain 
explanatory and supplementary informa- 
tion which is helpful in understanding the 
operations of the company. Analysis of a 
particular company increases interest in 
the topic. The Annual Statement filed 
with the insurance departments is ex- 

Grant Osborn, Ph.D., C.L.U., C.P.C.U., is Pro- 
fessor of Insurance in Arizona State University. 
Author of Compulsory Temporary Disability In- 
surance, Dr. Osborn has taught at the Univer- 
sities of Pennsylvania, Omaha and Connecticut. 


He has served as Assistant Editor for the Journal 
of Insurance for several years. 


amined and is used to supplement the 
Annual Report. 

It is recommended that this portion of a 
property insurance course be preceded 
by a study of introductory material on 
basic principles, contracts, and rate mak- 
ing. It is also presumed that the student 
will have had a basic course in accounting. 


Nature and Purpose of Annual 
Statement 


In order to have a better understanding 
of the Annual Statement (upon which 
the Report to Stockholders is based), it 
is desirable to review briefly the historical 
development of the present form used. 
This is followed with a rapid survey of the 
material contained in the Annual State- 
ment with an explanation of the purpose 
for which the information is needed. 

The balance sheet is analyzed before 
the statement of income. However, before 
either is studied, it is usually desirable 
to review briefly the basic factors perti- 
nent to these accounting devices. Particu- 
lar emphasis is placed upon the static 
nature of the balance sheet as against 
the dynamic picture portrayed by the 
statement of income. Care must be taken 
to show that the balance sheet records the 
company’s condition as of December 31st. 


Balance Sheet 


Assets 

Even a beginning accounting student 
will notice important differences between 
an insurance company balance sheet and 
that of a manufacturing or mercantile 
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firm. This requires an explanation of 
admitted versus non-admitted assets. At 
this point, some time might be spent 
explaining the investment-trust nature of 
a property insurance company. 

The discussion of assets first centers 
on the factors influencing the nature of 
the assets found in the balance sheet of 
an insurance company. Important de- 
terminants here are the legal restrictions 
placed upon the company’s investment 
practices. The influence of the type of 
business operations upon investments 
makes an interesting discussion. Here 
the students learn of mutual company 
practices in contrast with those of stocks, 
fire versus casualty and multiple-line com- 
panies, and the large and small company 
variations. It is also profitable to have stu- 
dents compare property insurance invest- 
ments with those made in the life field. If 
time permits, the class may pursue the 
historical trends of investment practices 
through various periods. It is here that 
attention should be drawn to the effect 
upon surplus of a company heavily in- 
vested in common stocks, when the market 
takes a sharp drop. This leads to the im- 
portant discussion of asset valuation. 


Liabilities 

Prior to analyzing any one of the liabil- 
ities on the statement, it has been found 
desirable to point out that there are no 
specific assets allocated to offset corres- 
ponding liability items. While it is true 
that certain laws state that a stipulated 
percentage of capital and surplus and 
another proportion of premium and loss 
reserves must be invested in a restricted 
list of securities, no one asset can be said 
to buttress any specific liability. 

One of the largest items on the liability 
side of the ledger is the unearned pre- 
mium reserve. Some of the factors to 
emphasize here are: the purpose of these 
reserves, the method of calculation, the 
variation in these reserves between fire 
and casualty companies (which stem pri- 


marily from the relative use of term 
premiums), and the redundant nature of 
these reserves since the law does not give 
credit for pre-paid expenses. 

Loss reserves are often listed on the 
balance sheet apart from the loss adjust- 
ment expense reserve. If not, then the 
dual nature of this item must be made 
clear. Here again it is necessary to bring 
out the purpose of this reserve, the alter- 
native methods of calculation (the annual 
report frequently states which method 
is used by the company reporting), the 
differences in these reserves found in fire 
and casualty companies and reasons for 
these differences. At this point the teacher 
might supplement the discussion of loss 
reserves by refering to Schedules O and P 
in the Annual Statements. The use of 
Schedules P-Part 5, 5A, and 5B can be 
utilized to demonstrate the relative con- 
servative nature of the company’s reserve 
practices. The incurred-but-not-reported 
loss reserve must be mentioned briefly. 

Students with some accounting back- 
ground will be familiar with the minor 
liability reserve items, such as the reserves 
for dividends and taxes. Consequently, 
these need little more than mentioning. If 
discriminatory taxes, such as the premium 
tax, were not studied under regulation 
earlier in the course, they can be the 
source of a lively discussion. 

The capital and surplus items will also 
be familiar, but it is well to emphasize 
the fluctuating nature of the surplus. Allo- 
cated surplus items, designated “voluntary 
reserves’ or “reserves for contingencies,” 
also need to be explained. The extremely 
large amounts of surplus found in some 
long-established property insurance com- 
panies may be new to the students and 
since these amounts have also been sub- 
ject to criticism at times, it is well to 
clarify that these represent profits with- 
held over long periods of time. The in- 
creased security which these provide the 
policy holder should be evident. And since 
policy holders’ surplus is a frequently 
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used terr:, in both annual reports and 
company ‘:omparisons, its discussion can 
cap the arialysis of the balance sheet. 


Statement of Income 


By havmg the study of the statement 
of income Zollow that of the balance sheet, 
relatively ‘ittle time need be allocated for 
this portion of the report, since the student 
is now familiar with the concepts and 
terminology. 

Some time, however, must be spent 
in explaining the difference between 
earned and written premiums, and the 
relation to changes in the unearned pre- 
mium resesve. This may be in the nature 
of a review if rate making has been 
studied previously. The various claims 
and expense items are familiar to the 
student by this time and can be covered 
quickly. It is of great interest to discuss 
the underwriting experience of the indus- 
try in the various lines during the past 
decade or so. It is also necessary to point 
out that anv conclusions to be drawn from 
a company’3 underwriting experience must 
be based upon the experience of several 
years, and not that of one year alone. 
Considerabie time should be devoted to 
clarifying the difference between statu- 
tory and trie underwriting profit or loss. 
Roger Keniey’s book Fundamentals of 
Fire and C.1sualty Insurance Strength is 
helpful her::. Students seem to learn this 
aspect of the course best by working out 
problems irs this area. Problems from old 
C.P.C.U. eSaminations can be used, or 
better yet, the teacher can devise problems 
from annua; reports being studied. 

The imp@:tance of investment income 
and the stalfility of this source of income 
in contrast, to that of underwriting is 
brought out in most recent annual reports. 
The fact tht stock companies follow a 
practice of paying stockholders’ dividends 
from investi} ent income alone should be 
made clear. 3 

The contr#versial issue of Federal in- 
come taxes as applied to property insur- 


Seer” My 


ance companies has been the topic of 
recent congressional debates. If the stu- 
dents are not familiar with this issue, it 
is pertinent here. The statement of capital 
and surplus is self-explanatory. 

In addition to the problems on under- 
writing profit, it has been found helpful 
to work out the changes which take place 
in the balance sheet of an imaginary 
new company as a consequence of certain 
assumed underwriting experiences. If the 
asset and liability totals equal 100, it is 
easy for students to understand the rela- 
tive percentages of each, as well as the 
totals. The actual figures used will vary 
greatly, depending upon whether the 
model used is a fire or a casualty com- 
pany. The model used here is a multiple- 
line company. 

A simplified balance sheet (see accom- 
panying table) is used with bonds and 
stocks of equal amounts of $45 each. At 
the outset there is no premium balance 
and cash is $3 with real estate at $2 and 
miscellaneous assets at $5. As changes 
occur in operations, it is assumed for 
simplicity that the only assets that fluctu- 
ate are the premium balance and cash. 
The beginning balance sheet shows no 
amounts in the reserve items, with surplus 
as the dominate factor. 

Period 1—During the first period it is 
assumed that $50 in premiums are written 
on one-year policies. Of this $50, $10 are 
incurred for acquisition expenses and $10 
for all other expenses. It is assumed that 
all expenses on the policies are incurred 
and paid during the year in which they are 
written. A 60 per cent loss ratio is assumed 
and with $25 earned premium (since all 
policies written are on a one-year basis), 
the losses and loss expenses total $15. 
Of this, it is assumed that 2/3 or $10 are 
paid and $5 are set up in reserve. The 
amount set aside for unearned premiums 
is $25. This period’s experience indicates 
that $50 in premiums were written and 
only $30 were paid out, leaving an increase 
in assets of $20. However, expenses of 
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$20 ($10 for acquisition expenses and $10 
for other expenses ), losses of $15 ($10 in 
losses paid and $5 in loss reserve), and 
$25 for unearned premium reserve indi- 
cates an operating deficit of $10 for the 
period. The new balance sheet reflects 
these changes, with surplus reduced by 
$10. 

Period 2A—It is assumed that no pre- 
miums are written during the second 
period. This serves to illustrate the equity 
built up in the unearned premium re- 
serve. Of the $25 in UPR (unearned pre- 
mium reserve), 60 per cent or $15 is 
needed to pay losses. Since it is assumed 
that all expenses were incurred and paid 
during the period when the policy was 
written, there is a balance of $10 which 
is returned to surplus. The $5 in the loss 
reserve is paid out during this period. 
This leaves the balance sheet at the end 
of the second year as it was when the 
company first began operations. A profit- 
less operation is assumed. Many com- 
panies today would consider this to be 
a desirable state of affairs! 

Period 2B—During this period (these 
are not consecutive chronological pe- 
riods), it is assumed that during the 
second year of the company’s existence 
premium writings were increased to $100, 
all in one-year policies. The same per- 
centage assumptions as to expenses and 
losses are used during this period. This 
results in $20 incurred for acquisition 
expenses, $20 for other expenses, $30 for 
losses (only $20 of which is paid, $10 
held in reserve), and $50 must go into 
the UPR. This means that $100 in pre- 
miums were written and only $60 were 
paid out, so there is a net increase in 
assets of $40. This net increase must be 
emphasized, because although new busi- 
ness was written, there were loss payments 
during this year resulting from the pre- 
vious year’s writings. This is portrayed 
in Period 2A. But while assets increase 
$40 during the period, there is a statutory 


deficit of $20. These changes are shown 
in the balance sheet under Period 2B. 
Here surplus is reduced $20 from the 
original balance sheet and $10 from that 
of Period 1. 

Period 3C—This period assumes that 
$100 in premiums are written, all for 
5-year policies. Following the previous 
assumptions, there is an acquisition ex- 
pense item of $20, $20 for other expenses, 
$6 in losses (60 per cent of earned pre- 
miums of $10, of which $4 is paid out 
and $2 goes into the loss reserve), and 
$90 goes into the UPR. This results in 
$100 being written and $44 being paid 
out, with an increase in assets of $56. 
However, the statutory deficit is $36, (this 
is greater than in Period 2B even though 
the amount of the premium is the same, 
since these premiums are 5-year, rather 
than l-year premiums). 

It can easily be shown that a larger 
amount of written premiums, especially 
if in term policies, will result in a still 
faster drain on the surplus. The student 
should be able to see that surplus may 
act as a limitation on the volume and 
type of premiums written. The fact that 
this drain on surplus is eased when pre- 
mium writings level off, should also be 
understood. 

This sequence of periods demonstrates 
that an insurance company, in contrast 
with other types of business firms, can 
have a drain on surplus even with profit- 
able operations. Other factors which the 
demonstration should show are that al- 
though the assets are increasing with the 
new premium writings, this may not be a 
profitable operation since the liabilities 
are also increasing at an even more rapid 
pace. But the drain on surplus is not 
indicative of an underwriting loss, because 
of the equity built up in the unearned 
premium reserve. The student should 
also have a clearer understanding of the 
purpose of unearned premium and loss 
reserves after such a demonstration. 
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TEACHING RISK MANAGEMENT 


H. Wayne SNIDER 


The topic on which I have been asked 
to speak is, “How should one teach a 
course in risk management?” My answer 
to this question can be provided concisely 
by suggesting these rules for success. In 
teaching any college course one should: 


(1) Make certain that the course is not 
scheduled for earlier than 10:00 A.M. 
Few of us are at our best in the early 
morning hours. 

(2) Make certain that the class is small 
enough that grading papers will not be- 
come tedious. 

(3) Make certain that all pupils ad- 
mitted to class are intelligent and inter- 
ested in the subject matter. However, one 
should keep out brilliant students who 
might ask embarrassing questions. 


If these three rules are followed, one 
should find that the teaching of risk man- 
agement is a satisfying experience to the 
instructor and will prove as valuable an 
experience to the pupils as many of their 
other courses. This concludes my paper 
on how to teach a course in risk manage- 
ment. 

Recently, however, three additional 
questions have been asked about this 
general subject of risk management. The 
first question is, “Why should a course in 
~~ H. Wayne Snider, Ph.D., C.L.U., C.P.C.U., is 
the Wharton School of the 
Ivania. A former Huebner 

Dr, er taught at University of 
Washington, Illinois Wesleyan University and 
University of Colorado. He is author of two 
books, Life Insurance Investment in Commercial 
at Estate, and Readings in Property Casualty 
nsurance. 





risk management be included in the cur- 
ricula of a collegiate school of business?” 
The answer is that the justification cannot 
be found in the course title, but only in 
the course content. A rose under an alias 
still retains its same fragrance. A course 
entitled “Risk Management” but contain- 
ing the same old “Insurance Principles 
and Practices” cannot be justified as a new 
course. The adoption of a course entitled 
“Risk Management,” however, is likely to 
be beneficial, for it encourages the in- 
structor to re-evaluate that which he has 
been teaching. 

Such a re-evaluation may lead to some 
rather discomforting conclusions, as it 
did for me when I started this 
First of all, I found out that I was teach- 
ing many things only because they had 
been taught to me as a student. I had 
become proficient in the application of 
the Page and Cromie Rules of loss appor- 
tionment. As an instructor, I was requir- 
ing my students to become equally pro- 
ficient in the same area. Secondly, I 
discovered how much time I was devoting 
to a description of various insurance con- 
tracts. I was teaching many of these con- 
tracts simply because I had memorized 
them when I was a student, or because 
they had been included in the text I 
was using. But even for policies such 
as the Standard Fire contract, too much 
time was being spent on casual descrip- 
tion. 

A second and related advantage of a 
course in risk management is that it en- 
courages a fresh orientation toward the 
subject matter, which is highly revealing. 
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It encourages an analysis from the view- 
point of the buyer, as contrasted with the 
viewpoint of the seller. When I went 
through this process, I discovered that in 
many ways I had been acting as an un- 
paid public relations spokesman for the 
insurance industry. I was describing why 
certain things were done rather than de- 
termining how they should be done. 

For example, I accepted uncritically the 
usual textbook requirements of an insur- 
able risk. I believed that there must be a 
“large number of homogeneous units free 
from catastrophic loss.” I did not see the 
inherent conflict between “a large number 
of units” and “homogeneity.” I accepted 
the requirement of fortuitousness of loss 
and definiteness as to time and place. And 
then my perspective shifted. I discovered 
that many risks which could not be in- 
sured according to these requirements 
were, in fact, being insured. Unique risks 
subject to catastrophic loss, were being 
insured; losses largely subject to the con- 
trol. of the insured were being insured; 
losses which were not definite in time and 
place were being insured. I began to ex- 
amine how protection could be provided 
through the insurance technique rather 
than to explain why it could not be pro- 
vided. 

In another area I discovered that I had 
been following the accepted rationaliza- 
tion in explaining why inadequacies in 
expense loading made it necessary to 
charge women the same rate as men for 
ordinary life insurance, in spite of their 
lower. mortality rate. This approach 
caused me to re-examine inequities in 
loading for expenses, rather than accept- 
ing: them to justify other inequities. 

Perhaps this orientation to the com- 
pany’s viewpoint has not been a problem 
to many, but it has been to me. Where it 
is appropriate, a shift in emphasis will 
prove to be valuable to all concerned, to 
pupil as well as teacher, to insurer as well 
as:insured. The necessary intellectual 


leadership cannot be provided without 
this kind of change. 

The second question which has been 
asked is, “What should be included in the 
content of a risk management course?” 
There is, in my opinion, no single correct 
answer to this question. I accept the 
premise that the primary objective of any 
course is to encourage students to think 
critically and creatively rather than to 
memorize facts. As a consequence, I be- 
lieve it appropriate for subject matter to 
reflect in part those areas in which the 
teacher has a particular interest and en- 
thusiasm, as long as that material is sig- 
nificant. One can never cover all of the 
material that is important to the student, 
(although graduate instructors often at- 
tempt to do so). On the other hand, if the 
teacher is enthusiastic and interested in 
the subject matter covered, he is likely to 
transmit that enthusiasm and thus en- 
courage the student to read and to think. 
If he does this, he will have done a 
creditable job as a teacher. With this as a 
prologue, let me suggest my tentative 
thinking in this area of course content. 

First, emphasis must be placed on risk 
and the role of risk. Risk must be defined 
and its significance to economic affairs 
and economic theory established. This 
should be followed by an analysis of the 
sources of risk in both business and per- 
sonal affairs. An extensive discussion of 
negligence theory is appropriate here, to- 
gether with the human life value concept, 
mortality and morbidity statistics, and 
similar materials. 

Next, the techniques for treating risk 
should be studied. These techniques in- 
clude risk retention, loss prevention, sur- 
etyship, guarantees. and hold harmless 
agreements, as well as insurance. An 
analysis of each technique, together with 
its strengths and weaknesses, should be 
included. This approach provides an op- 
portunity to discuss the philosophy of loss 
prevention and its application in various 
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areas. It emphasizes the unique character- 
istics of suretyship and the flexibility 
thereby provided. It draws attention to 
the opportunities for self-insurance as 
well as its limitations. 

Following this there should be a section 
devoted to the theory of the insurance 
contract. This may involve examples from 
such personal contracts as the dwelling 
and contents form fire policy, the personal 
property floater, the family automobile 
policy, and the comprehensive personal 
liability policy, and of such business con- 
tracts as the open stock burglary policy, 
the open cargo marine policy, the jewel- 
er’s block, and the boiler and machinery 
policy. The emphasis, however, should be 
on the application of contract require- 
ments, underwriting requirements, or 
claim requirements to a particular policy 
rather than on the memorization of con- 
tract provisions, per se. For example, the 
risk may be analyzed to determine if there 
is an “under-insurance” problem. If there 
is, the method of dealing with this prob- 
lem through policy should be determined. 

Other sections should treat the subject 
of carriers, marketing and marketing or- 


ganizations, and an analysis of product 
pricing. 

Finally, the course should conclude 
with a section on personal and corporate 
risk management. The latter topic should 
include: (1) the place of the risk man- 
agement department in the general man- 
agement structure, and (2) the organiza- 
tion of an effective risk management 
department. 

The last question is, “Where should the 
course in risk management be located in 
the curriculum?” The answer to this ques- 
tion seems obvious. Because the course 
which has been described is consumer and 
management oriented and because it 
emphasizes principles, it should be the 
basic course in the broad field of risk and 
insurance. For those who will undertake 
no additional work in the field of risk and 
insurance, this approach will prove to be 
of the greatest value. For those who will 
continue in the study of insurance, this 
course will provide a necessary basis for 
appreciating the more traditional ap- 
proaches to the study of insurance con- 
tracts and company operating techniques. 








THE LIQUIDATION OF INSURANCE CARRIERS IN 
THE COMMONWEALTH OF PENNSYLVANIA’ 


ARCHIE NICHOLS 


The problem of liquidating defunct 
companies is not the sole concern of 
the individual state. It is of great interest 
to the federal government in its desire to 
find an appropriate solution to the prob- 
lem of maintaining competition. In a re- 
cent report, the United States Senate Sub- 
committee on Antitrust and Monopoly re- 
viewed the entire field of licensing, entry, 
mergers, and liquidations of insurance 
companies, with a view to determining 
the effects of these activities upon the 
competitive environment in the insurance 
industry. The Committee was especially 
disturbed with the rate of liquidations in 
the states of Texas, Pennsylvania, and 
Alabama.’ 

Insurance company failures are treated 
by regulatory officials in most states as 
individual cases rather than as problems 
concerning the entire insurance industry 
and its policyholding public. Receivers, 
individually appointed by the courts, 
handle the entire liquidation process and 
are accountable only to the court of 
proper jurisdiction. This method tends to 
minimize publicity of failures, since in- 

Archie J. Nichols, M.A., C.L.U., is Associate 
Protessor of Insurance and Economics in Butler 
University. He was a Huebner Foundation Fel- 
low and was the recipient of a Butler University 
Research Grant. 

1 This is a review of a dissertation topic being 
submitted to the University of Pennsylvania for 
completion of the Ph.D. requirements. 

2“The Insurance Industry,” Report of the 
Committee on the Judiciary United States Sen- 
ate Together with Individual Views Made by 
its Subcommittee on Antitrust and Monopoly 


(Washington: U.S. Printing Office, 1960), pp. 
213-236. 


formation concerning individual company 
matters is not made available to the State 
Insurance Departments. 

Only six states have what might be 
called “active-liquidators-at-large” ® or 
statutes that require the Insurance Com- 
missioner to act in the exclusive capacity 
of Statutory Liquidator for defunct in- 
surance carriers. These states are: Cali- 
fornia, Illinois, New Jersey, New York, 
Pennsylvania, and Texas. The aforemen- 
tioned states maintain liquidation di- 
visions or bureaus as such, on a perma- 
nent or temporary basis. The volume of 
liquidations handled by these depart- 
ments and the need for orderly disposi- 
tions justifies the creation of these di- 
visions or bureaus. In these states, the 
Insurance Commissioner acts as liquidator 
of defunct insurance carriers in addition 
to his regular duties. 

The purpose of this study has been to 
analyze the functions of the Liquidation 
Division and Insurance Department of 
the Commonwealth of Pennsylvania in 
matters dealing with liquidations and to 
analyze the procedure used in the per- 
formance of this function. In addition, 
the aim has been to develop recommenda- 
tions designed to aid in minimizing the 
effects of problems encountered in the 
liquidation process and to suggest reme- 
dies that may reduce the number of liqui- 
dations. 


§ The Statutory Liquidator is called an “active- 


liquidator-at-large” because he represents all in- 
terested parties in every state of the union and 
is responsible to the court for all of the affairs of 
the defunct company. 
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The Pennsylvania Department was se- 
lected because it is typical of the divisions 
or bureaus in the five other states which 
maintain a systematic procedure in liqui- 
dating defunct insurance carriers. There 
are several reasons that strongly justify 
this analysis: the volume of liquidations, 
accessibility of pertinent information from 
experienced persons, the development of 
a body of legal guides, and the establish- 
ment of a procedure that permits evalua- 
tion of liquidations based upon a norm- 
ative process. 

A study of any one of the departments 
would be indicative of the problems con- 
fronting all. An objective study of one 
department can contribute to the under- 
standing of the process involved in liqui- 
dating insurance carriers in any state. 
Furthermore, the direct refusal of sev- 
eral liquidation divisions or bureaus of 
other states to cooperate also forced con- 
centration on one state—Pennsylvania. 
Data for a national study were not freely 
accessible. By relying upon a single 
source for original data, this study was 
not prohibitive in relation to time and 


cost.* 
Materials and Methods 


The paucity of published material 
made it necessary to resort to the original 
documents of each defunct carrier proc- 
essed through the Department since its 
inception. In addition, individual and 
group conferences were held with the ex- 
ecutive staff of the Liquidation Division, 
Insurance Department, and the Attorney 
General's staff assigned to the Insurance 

*The Insurance Commissioner, Francis R. 
Smith of the Commonwealth of Pennsylvania 
and his executive staff composed of former gen- 
eral counsel John A. Skelton, Chauncey Legg, 
and John Redding, freely cooperated in furnish- 
ing all the information pertaining to this study, 
and even at the expense of unfavorable criti- 
cism, made both the materials and the person- 
nel freely accessible to the writer. This complete 
coadjuvancy between the Insurance Department 


and the writer made it possible to treat the sub- 
ject matter more intensively. 


Commissioner. In a few cases, former offi- 
cers of defunct companies in the process 
of liquidation, were interviewed. Hear- 
ings, held by the Liquidator in his office 
and in the courts, were attended. The 
store of information was absorbed and 
detailed for presentation in the form of 
a dissertation. 

Facts are presented to justify the meth- 
ods developed in handling the liquida- 
tions of defunct companies through a 
specialized division headed by the Insur- 
ance Commissioner; to point out the vari- 
ous legal problems relating to the pay- 
ment of liquidation costs out of the assets 
marshalled from the estate of the defunct 
carrier by the Statutory Liquidator vis- 
a-vis a legislative grant for this purpose; 
to summarize the causes and methods of 
detection of insurance company failures 
in the Commonwealth of Pennsylvania; to 
analyze thoroughly the entire procedure 
of liquidation from the time of company 
suspension up to the time the Statutory 
Liquidator is relieved by the court and 
the corporate charter is set aside. 

Problems which are specially analyzed 
are those concerning the presentation, 
proving and establishing claims; determi- 
nation of liabilities and preferences in 
order of payment; identifying and mar- 
shalling of assets; determination and legal 
sanction of permissible investments for 
the Statutory Liquidator; assessment levy 
and collection; and legal problems con- 
fronting the Statutory Liquidator. 


Conclusions and Recommendations 
Evaluation of Performance 

The criteria for evaluating the relative 
performance of the Liquidation Division 
are: the cost of liquidating a company, 
the time required for the termination of 
a company’s affairs, the manner by which 
equity among creditors is maintained, and 
the extent to which equity is achieved. 

True liquidation costs are difficult to 
ascertain because the Statutory Liquida- 
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tor retains the discretionary right to allo- 
cate expenses that may be assessed to 
each defunct company’s account cover- 
ing rent, salaries, legal costs, and other 
expenses. There is strong evidence that 
expense assessments are made in accord- 
ance with the defunct company’s ability 
to pay. The Liquidator’s bookkeeping 
system tends to obscure expenses so that 
there are no bases for the establishment 
of relationships between costs and assets 
recovered for the payment of debts. 

Liquidation costs vary in terms of the 
size and type of company being liqui- 
dated and are a function of the following 
factors: number of policyholders, types 
of contracts (assessable vis-d-vis non-as- 
sessable ), number of states in which the 
company did business, size of agents’ bal- 
ances, number of claims and ease or diffi- 
culty of adjudication and collection, size 
of assets recovered upon dissolution, types 
and distribution of investments, condi- 
tions of records, and the cooperation or 
lack of cooperation of the officers and key 
personnel of the defunct company. The 
conclusion reached by the author is that 
the qualitative factors are too numerous 
and too difficult to measure for a mean- 
ingful evaluation of costs. 

Duration of liquidation and costs of 
liquidation are interwoven and usually 
beyond the control of the Statutory Liqui- 
dator. The conditions which tend to 
lengthen the liquidation period of the 
company are the same as those which in- 
fluence the costs of liquidation. For ex- 
ample, the time period necessary to liqui- 
date an assessable mutual company is 
greater than that required for a stock 
company because of the difficulty of col- 
lecting assessments and the tremendous 
costs involved in collection. 

The principle of equity among credi- 
tors and the degree to which it has been 
achieved can only be suggested—there is 
no documentary proof that can be sub- 
mitted. (This is a qualitative factor sub- 


ject to personal interpretation.) The 
courts of Pennsylvania have established 
the principle of equity that the Statutory 
Liquidator must follow. Since the entire 
liquidation process is reviewed by the 
court, no evidence was found of political 
favoritism or preferential treatment to any 
creditor. 

Statutory weaknesses in the liquidation 
process still exist in the Commonwealth 
of Pennsylvania. The court is required to 
approve or disapprove the recommenda- 
tions of the Liquidator as to the manner 
of distributing the assets of a defunct 
insurance company. A specific statute 
which outlined a predetermined manner 
and order of payment to various classes 
of creditors of a defunct company would 
eliminate unreasonable delay and reduce 
cost of liquidation by eliminating suits 
contesting the Liquidator’s recommenda- 
tions to the court. 

Conservatorship or resuscitation of in- 
surance carriers in financial difficulty is 
not specifically permitted by statute in 
Pennsylvania. Presently the practice in 
Pennsylvania is either to suspend a com- 
pany after a hearing, with facts based 
upon a recent examination of the com- 
pany certified by the Examination Di- 
vision, or to proceed immediately to court 
for an Order and Decree of Dissolution 
and Liquidation. Suspension is the stig- 
matic action, insofar as the company, in a 
business sense, can never recover from 
this action. 

Special Problems 

Small assessable mutuals constituted 
the largest number of failures in Penn- 
sylvania because prior to 1956 mutual 
companies were not required by law to 
maintain an unearned premium reserve 
in the property and casualty field. Since 
the passage of a law requiring certain 
mutuals to maintain unearned premium 
reserves, the growth of assessment mu- 
tuals has declined in Pennsylvania. Un- 
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earned premium reserve legislation is ap- 
plicable to all assessable mutuals with 
premium volumes in excess of $75,000 
(annual total gross premium income less 
return premiums of the company from 
such policies issued by it). The com- 
panies have been given a five-year period 
extending from 1956 to 1961 to accumu- 
late the full reserve. Twenty per cent of 
the unearned premium reserve was to 
have been accumulated each year until 
the full reserve was on hand at the end 
of the five year period. This reserve must 
be set up and maintained before the pay- 
ment of commissions and other expenses. 

This measure should be helpful in mini- 
mizing the sale of mutual charters through 
the purchase of management contracts, to 
promoters. Smal] mutual companies, hav- 
ing been granted liberal powers by the 
Commonwealth because of their small 
size, have proved to be irresistible to pro- 
moters. 

Some persons who control assessable 
mutuals have tried to nullify this require- 
ment in part by stating in the policies that 
40 per cent of the premium charged 
initially is membership fee or an agent's 
commission and the balance of 60 per 
cent is the premium. The Insurance Com- 
missioner has not agreed with this inter- 
pretation of the statute. Statutory clari- 
fication may be required in the next 
session of the General Assembly of the 
Commonwealth of Pennsylvania. 

The mutual carriers are well repre- 
sented in the Legislature and have con- 
siderable political influence. Many mem- 
bers of the Legislature (and other 
branches of the State Government) are 
officers, directors, policyholders or even 
agents of mutual companies. Most of the 
large and reputable mutuals were instru- 
mental in passing the unearned premium 
reserve requirement. 

Small assessable mutuals have to a 
great extent outlived their usefulness as 
a method of insurance. They were popvu- 


lar when the means of transportation and 
communication were limited, when prop- 
erty values were lower, and when insur- 
ance coverage was restricted to a particu- 
lar line. Moreover, in order to keep costs 
down, people who were insured in the 
same company banded together to replace 
a building that was burned or destroyed. 
Each policyholder participated in the op- 
eration of the company, and a reputation 
for honesty was one of the greatest assets 
that the company possessed. 

There are many small mutuals operat- 
ing in the Commonwealth, which are suc- 
cessful but still offer limited contract 
coverage. The mutual insurance company 
associations in the Commonwealth should 
attempt to merge these companies into 
larger units and absorb as much of the 
personnel as possible. Greater attempts 
should be made to educate the agents of 
mutual companies (primarily in the prop- 
erty and casualty field and in fraternal 
life companies ), and a voluntary program 
of licensing agents should be started. 
Eventually all agents, whether they be 
representatives of small or large mutuals, 
should be required to pass an examina- 
tion in order to be licensed. The major 
goal that the mutuals should try to attain 
in all fields is the elimination of assessable 
policies and the accumulation of adequate 
reserves to sustain the financial ability of 
the company. 

Most of the failures of assessable mu- 
tuals are caused by poor or careless man- 
agement and underwriting. This tends to 
be true in large part because of the great 
incentives for promoters to purchase the 
management contracts and take control 
of the company, for the sole purpose of 
earning large commissions. This was es- 
pecially true before 1956, when the mu- 
tuals were not required to retain unearned 
premium reserves. These companies were 
empowered to write substantial volumes 
of standard or sub-standard business with- 
out establishing unearned premium re- 


The Liquidation of Carriers in the Commonwealth of Pennsylvania 49 


serves. Under many of the management 
contracts, the commission scale was set 
at 42% per cent of the gross premium. 
Men with little insurance knowledge but 
with greed for money, took over and ran 
those companies for their own selfish pur- 
poses. 

The statutes should guard against these 
unreasonable management contracts, if 
for no other reason than to protect the 
unsuspecting policyholder. 

Legislation should be introduced in the 
Legislature granting the Insurance Com- 
missioner the right to approve or dis- 
approve new management contracts. If 
such management contracts are unreason- 
able, the Insurance Commissioner would 
have the power to disapprove. 

Old management contracts would re- 
quire approval or disapproval of the In- 
surance Commissioner only if they were 
transferred. Statutory annulment of exist- 
ing contracts would violate the Federal 
Constitution which prohibits such impair- 
ment of contracts. As a practical matter, 
it is unthinkable that a law could be 
passed in the General Assembly of the 
Commonwealth to outlaw all management 
contracts. 


Volume of Failures 


The number of failures in a particular 
state is not a good criterion of good or 
bad regulation. Pennsylvania has had a 
large volume of failures because of old 
inadequate statutes permitting certain 
types of insurance carriers to operate 
without proper safeguards. Good regula- 
tion, however defined, cannot prevent dis- 
honesty. If dishonesty could be regulated 
along with incompetency, failures could 
and would disappear. The regulatory offi- 
cials in the various states must establish 
principles that can be used to measure 
the qualitative aspects of the management 
of insurance companies. 

Moreover, good regulation can and does 
discover failures quickly and can mini- 


mize the effects of permitting defunct 
companies to operate. States may have 
failures which are detected but, because 
of inadequate staff or other reasons, they 
are unable to proceed against these de- 
funct companies until the situation be- 
comes a state-wide affair. All that failures 
show is that certain companies have been 
unable to survive under the requirements 
of the insurance statutes. 


Effects of Federal Regulation 

The future of liquidation by state in- 
surance commissioners may be influenced 
by the general question of state versus 
federal regulation of insurance. In 1945, 
the Federal Congress, by its famous Pub- 
lic Law 15, afforded states the opportu- 
nity to continue to regulate the insurance 
business. Congress is presently reviewing 
state supervision to determine whether it 
is adequate. 

In the event of Federal regulation, 
there is the possibility of Federal liqui- 
dation of insurance companies by a fed- 
eral administrative agency, with or with- 
out supervision by the Federal courts. 

At present, the Federal courts do not 
appoint receivers for insolvent insurance 
carriers where the home state has by stat- 
ute set up an adequate procedure to liqui- 
date such companies. This rule was es- 
tablished in 1934, when an attempt was 
made to have the Federal Court appoint 
a permanent receiver for a Pennsylvania 
insurance company in the leading case of 
Penn General Casualty Company vs. 
Commonwealth of Pennsylvania, 294 U.S. 
189, 55 S.Ct. 386. 

Although more mutual than stock com- 
panies have failed in the Commonwealth 
of Pennsylvania, there is no conclusive 
proof to indicate that mutuals per se have 
inherent defects. The causes of failure 
demonstrate conclusively that poor under- 
writing and management, coupled with 
weak and exclusive legislation, have done 
more to encourage failures of mutuals 
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than have structural weakness. Manage- 
ment—informed, responsible, and active 
—is the only safeguard against failures, 
not the structure of the company. Fail- 
ures in Pennsylvania are confined to a 
peculiar type of mutuals created by stat- 
ute and not to mutuals per se. If Pennsyl- 
vania is interested in eliminating failures 
of this type, it has a clear course to fol- 


low—amend the statutes and tighten the 
control that discourages failures. 

This is but a brief résumé of an inten- 
sified study of the liquidation of insurance 
carriers in the Commonwealth of Pennsyl- 
vania. It is intended to provide an insight 
into some of the problems encountered 
in the process of liquidating defunct in- 
surance companies. 








RIGHTS OF CREDITORS IN LIFE INSURANCE 
POLICIES 


STuART SCHWARZCHILD 


The American scene presents the juxta- 
position of life insurance as a primary in- 
vestment medium with an economy based 
on the extension of credit. This circum- 
stance makes the question of the avail- 
ability of life insurance for the satisfaction 
of debt, of importance to lenders, borrow- 
ers and insureds. Moreover, in nearly all 
societies, in addition to regular extenders 
of credit, there are judgment holders who 
have claims arising from the marital re- 
lation, the taxing powers, and tort lia- 
bility. This paper is addressed to the rela- 
tive rights of these and other claimants 
under the laws of the United States. 

The protection enjoyed by life insur- 
ance against the claims of creditors of the 
insured or of the beneficiary is obviously 
important to creditors, insureds and bene- 
ficiaries. It would seem that insurance 
and legal counselors might regard the pro- 
tection of life insurance from creditor 
actions with the same vigilance they util- 
ize in protecting life insurance from tax- 
ation, the erection of corporate shelters 
from creditors, and other estate planning 
techniques. 

This article is not only concerned with 
the rights of creditors of the insured and 
creditors of the beneficiary, but with the 
economic and sociological effects of re- 
lieving debtors or their life insurance from 
their obligations. 

Stuart Schwarzchild, Ph.D., is Assistant Pro- 
fessor in the Georgia State College of Business 
Administration. Formerly an agent for the North- 
western Mutual Life Insurance Company, he was 


a Huebner Foundation Fellow at the University 
of Pennsylvania. 


The economic significance of laws 
which protect life insurance from credi- 
tors is apparent when one realizes that 
assets of life insurance companies held for 
the benefit of the policyholders are in ex- 
cess of $85,000,000,000. The life insurance 
savings embodied in these assets repre- 
sent one of the larger potential sources for 
the satisfaction of debt. 

When one considers the protection of 
potential benefits to be paid by insurance 
companies, the magnitude of the protec- 
tion is even more significant. Over $542,- 
000,000,000 of life insurance was in force 
in this country in 1959. The living benefit 
payments in 1959 from dividends, ma- 
tured endowments, annuities, disability 
and surrender, exceeded $4,400,000,000, 
and the death payments the same year 
were in excess of $3,100,000,000. 

Viewing the question from the amount 
of debt against which the protection ap- 
plies, one finds that individual and non- 
corporate non-mortgage debt in 1959 was 
$92,000,000,000.1 It is against this non- 
mortgage debt that this insurance protec- 
tion is most important. Tort judgments, 
which are considerable, however, are not 
included in the above figure. Individual 
taxes, both local and federal, are also a 
large factor in our present-day economy 
and the protection from the tax collector 
which insurance may enjoy, is of impor- 
tance in public finance as well as in tax 
and estate planning. 

The effect which protection statutes 


1 Statistical Abstract of the United States, 
1960, p. 388. 
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have on the disposal of resources and on 
the forms of enterprise is of importance 
to our economic pattern and policy. Sanc- 
tuary from debt affects the moral fiber to 
whatever extent absolution weakens the 
resolution to pay one’s just obligations, 
and helps to create a “something for 
nothing” environment. At the same time, 
the relief from the fear of poverty for 
one’s progeny may be an important move- 
ment in the enlargement of human rights. 
Protection of life insurance from debts 
may permit greater social mobility among 
succeeding generations and reduce pov- 
erty among debtors and their families. 

The rights of various claimants under 
the common law is examined from several 
points of reference. These rights must be 
considered at two temporal points: be- 
fore the insurance policy matures and 
afterwards. Another dichotomy is based 
on the rights of the insured’s creditors and 
the beneficiary's creditors. A complicat- 
ing circumstance which creates different 
ownership interests and remedies arises if 
the beneficiary is designated revocably or 
irrevocably, or if the beneficiary is a third 
party or the insured’s estate. 

The courts of the more than fifty Amer- 
ican jurisdictions have often arrived at dif- 
ferent positions, and the question arises 
whether this is due to a difference in the 
facts, differences between local laws, or 
to a difference in judicial construction. 

The evolution of a federal bankruptcy 
law is an important consideration in con- 
sidering creditor rights. Although much 
of the bankruptcy law is simplified due to 
its federal status, bankruptcy cases are 
decided in the light of property rights and 
interests which apply in the state where 
the bankruptcy is taken. 

In addition to the common law rights 
of the creditor, it is important to examine 
the creditor's rights under those laws 
which protect a debtor’s property from 
creditor actions. These laws are generally 
referred to as “Exemption Laws.” The 


chief concern of this study is with those 
laws which specifically protect life insur- 
ance policies. The analysis of exemption 
laws is complicated by the multiplicity 
of different state statutes, protecting dif- 
ferent types of policies and different 
amounts of insurance under different cir- 
cumstances. These exemption laws are 
often applied differently in such special 
situations as tax and alimony claims, as- 
signments, and liability judgments. 


In the Absence of Exemption Laws 


Before considering the effects of cur- 
rent state exemption provisions on the 
rights of creditors, it is desirable to ex- 
amine these rights in the absence of such 
statutes. Knowledge of the common law 
protection is important, for even though 
every state now protects life insurance to 
some extent, there are many instances 
where this protection is limited. When 
the insurance falls beyond the limits of 
protection, one must look to the law in 
the absence of statute. Additionally, even 
without statutory exemption, life insur- 
ance enjoys a status in the law signifi- 
cantly different from other assets of a 
debtor. While this difference is often at- 
tributed to the legal aspects of the con- 
tract, other contributing factors have 
been the underlying equities involved, 
the social significance of insurance, the 
power of the companies to protect their 
assets from assault by the insured’s credi- 
tors, and the nature of the litigants. As 
a result of these considerations, different 
principles have evolved, depending on the 
political, social and economic climate of 
the jurisdiction, the plight of the litigants 
and the legal and social philosophy of the 
judge hearing the case. Such forces exert 
their various pressures on private prop- 
erty. 

It would be confusing and unenlighten- 
ing to attempt the impossible task of en- 
compassing within this paper the varying 
characteristics of the laws of our many 
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states. Comment, therefore, is restricted 
to some of the more significant aspects. 

It is interesting to note that even where 
the policy was payable to the insured’s 
estate and where he retained all inci- 
dences of ownership, creditors in execu- 
tion actions, in the vast majority of 
jurisdictions, have been unsuccessful in 
obtaining any recompense from said pol- 
icies. This denial of creditor relief against 
life insurance is based on the premise that 
there are no funds due from the insurance 
company before maturity until the insured 
elects the cash surrender option, that such 
an election is personal to the insured, and 
that a court could not or would neither 
compel the policyholder to so elect nor 
render a decree which made the election 
unnecessary. The leading case in this de- 
nial of creditor action against the cash 
values of policies payable to the insured 
is Farmers’ & Merchants Bank v. National 
Life Insurance Company of Vermont (38 
S.E. 902, Ga. 1926). 

Only in the state of New York have 
creditors been successful in proceedings 
supplementary to judgment, in reaching 
the cash values of policies payable to the 
insured. The Bankruptcy Act, however, 
provides that the trustee of the estate of 
the bankrupt shall be vested with title to 
all property which, prior to the bank- 
ruptcy petition, the bankrupt could have 
transferred. The cash surrender value, 
therefore, is available to the trustee in 
bankrupicy in the absence of the protec- 
tion of state exemption laws. 


Development of Exemption Laws 


Section VI of the Bankruptcy Law ex- 
empts from creditors those assets which 
the states, by statute or constitutional pro- 
vision, have exempted. The cash sur- 
render value, therefore, is not available 
to the trustee in bankruptcy where the 
policy falls within the ambit of a state’s 
exemption statutes. 


Since the enactment of a homestead ex- 
emption statute by Texas in 1839, the stat- 
ute books have been progressively em- 
bellished with many different exemption 
laws. Beginning with the 1840 Verplanck 
Act in New York, the states have enacted 
laws which not only gave the wife ca- 
pacity to contract for life insurance, thus 
overcoming the disabilities of coverture, 
but which also protected from the hus- 
band’s creditors a limited amount of in- 
surance for the wife’s benefit. Such stat- 
utes have been referred to as Married 
Women’s Statutes. 


In 1896, some companies commenced 
issuing policies with revocable bene- 
ficiary provisions and the question arose 
whether such a policy, with the wife as 
beneficiary, was protected by these Mar- 
ried Women’s Statutes. The Supreme 
Court in Cohen v. Samuels (245 US. 
50) in 1917, held that in bankruptcy ac- 
tions these statutes did not protect a 
policy payable to a wife, where the in- 
sured has retained the right to change 
the beneficiary. Impetus was thus given 
to the state legislatures to protect policies 
payable to third parties, even though the 
insured retained the right to change the 
beneficiary. The development has contin- 
ued until now all states to some degree 
exempt life insurance payable to revo- 
cable beneficiaries. Virginia was the last 
state to protect such insurance; it did so 
in 1946. 

It should also be observed that nine 
states protect life insurance proceeds after 
they are paid to the insured’s estate.* 
Such protection prevents the executor 
from paying estate debts with life insur- 
ance proceeds which were payable to the 
estate, unless the testator has made it un- 
equivocably clear that he desires that the 
debts be paid with the life insurance pro- 
ceeds. 


2 Florida, Iowa, Louisiana, Maine, Mississippi, 


New Mexico, North Dakota, South Dakota, and 
Tennessee. 
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Amount of Insurance Protected 


In reading state exemption laws, it 
should be noted that while the majority 
of the states have statutes which do not 
set forth any limitation on the amount of 
insurance values protected, some of these 
states do provide a constitutional limita- 
tion on exempt property. For example, 
the Georgia constitutional limitation of 
$1600 on exemptions means that cash 
values in excess of this amount are avail- 
able to the trustee in bankruptcy, al- 
though the insurance exemption statute 
has no limitation.* Some states have 
statutory limitations on the amount of 
insurance protected. This protection is 
stated in some statutes as a function of 
the annual premium,‘ and in other states 
the face amount of insurance determines 
the extent of policy values that are pro- 
tected.5 


Exemption from the Creditors of 
the Beneficiary 

Beginning around 1840, statutes were 
passed exempting fraternal and group life 
insurance. These statutes usually were of 
greater liberality, having generally no 
statutory limitations on the amount ex- 
empted from both the creditors of the in- 
sured and the creditors of the beneficiary. 
This lack of limitation was largely due to 
the limited amounts for which individual 
certificates were issued at the time when 
the legislation was enacted, and to the 
fact that they protected, in general, per- 
sons of lower income. 

It should be noted that the fraternal 
and group insurance protection statutes 
protect the proceeds from the creditors 
of the beneficiary as well as from the 
creditors of the insured. Only fourteen 
states protect proceeds of regular life in- 
~ The constitution of North Carolina limits 
exemptions to $500. 

* California, Idaho, Missouri, Montana, Ne- 
vada, and Utah. 


5 Colorado, Mississippi, South Carolina, South 
Dakota, and Virginia. 


surance from the creditors of the bene- 
ficiary.6 Of these, only four do not limit 
the extent of protection.? The protection 
of proceeds from the third party bene- 
ficiary’s creditors does not raise as many 
moral questions as does the protection 
from the insured’s creditors. 


Fraudulent Conveyances 


It is of interest to note that, unless the 
insurance protection statute expressly ex- 
cludes from its protection insurance pur- 
chased with premiums paid in fraud of 
creditors, the courts generally hold that 
the insurance protection is absolute and 
that the defrauded creditors cannot pre- 
vail against the insurance values in either 
judgment or bankruptcy proceedings.® 


Alimony 

In connection with alimony claims, the 
courts have generally held that exemp- 
tions are not applicable against judicial 
claims for alimony or child support.® Until 
recently, New York was in accord with 
this view; but since 1952 the New York 
courts have held that an alimony judg- 
ment is not an exception to the statutory 
exemption.’ 


Tort Claims 


In connection with tort judgments, the 
states’ concern for the uncompensated 
tort victim has not been translated into 
giving such claims any higher status than 
contractual debts. In view of the fact 


6 Arkansas, California, Iowa, Kansas, Louisiana, 


Minnesota, Nebraska, Nevada, New Mexico, New 
York, South Dakota, Texas, Utah, and Washing- 
ton. 

7 Arkansas, Kansas, New Mexico and Texas. 

8Irving Bank v. Alexander, 280 Pa. 467 
(1924). 

® Schaefer v. Schaefer, 112 F.2d 117 (D.D.C. 
1940). Foulks v. Foulks, 197 N.E. 201 (Ohio 
1934); Amersbach vy. Amersbach, 110 N.Y.S. 2d 
222 (1951); Smith v. Smith, 98 N.Y.S.2d 802 
(1950); Commonwealth v. Berfield, 160 Pa. 
Super. 438 (1947). 

10 Gross v. Gross, 114 N.Y.S.2d 117 (1952). 
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that the debt creditor has been able to 
make credit investigations or to demand 
collateral, the tort creditor is relatively 
handicapped. The question arises, there- 
fore, if the exemptions should not apply 
differently in ex-contractu and ex-delictu 
cases. 


Taxation 


In regard to taxes, the general holding 
is that exemption laws apply to indi- 
viduals and not to the state, unless the 
state is expressly named therein. This is 
based on the logic that the taxing power 
is of such vital importance and so essen- 
tial to the existence of government, that 
the relinquishment of such a power is 
never to be assumed.1! The Internal 
Revenue Code enumerates the property 
that is exempt from levy and provides 
that no other property or rights not listed 
therein shall be exempt. Insurance is not 
one of the items which is listed as exempt 
in the Revenue Code and the interest 
which the deficient taxpayer has in the 
insurance policy is therefore an available 
item to the government. The Internal 
Revenue Code states that the transferee 
of a gratuity from the taxpayer is liable 
for the taxpayer’s unpaid income taxes. 
As the donee beneficiary of death pro- 
ceeds might be considered the transferee 
of a gratuity, the Supreme Court in 1958 
clarified the liability of the life insurance 
beneficiary to pay the deceased insured’s 
unpaid income taxes. It held the trans- 
feree was liable only if the government 
had perfected a lien on the insured’s prop- 
erty before his death. It held further that 
the lien extended only to the cash sur- 
render value which existed at the time of 
death.” 


Judicial Construction 
Before there were exemption laws, the 


11 Providence Bank vy. Billings, 4 Pet. (U.S.) 


514 (1830). 
12 United States v. Bess, 357 U.S. 41 (1958). 
Commissioner v. Stern, 357 U.S. 39 (1958). 


debtor’s only exemption was the clothing 
necessary to protect himself from indecent 
exposure and suffering, and there also was 
available to the creditor the punitive 
remedy of body execution. The law in- 
tended that one be just to his creditors 
before he was generous to his family. 
There are rules in the common law hold- 
ing that legislative acts in derogation of 
the common law should be given a strict 
interpretation. Most courts have held, 
however, that statutes founded on charity 
and intended to subserve a beneficent ob- 
jective were subject to the most favorable 
construction in order to carry out the 
statutes’ humane principles. 

The universal tendency has been to- 
wards a liberal construction of the insur- 
ance exemption laws. In general, this is 
reconcilable on the basis of the humane 
purposes of the acts. Where the facts of 
the case at hand had a fraudulent aspect 
or involved amounts of insurance beyond 
the limits of humane consideration for 
widows and children, the same liberal 
construction was, nevertheless, applied. 
The application of liberal construction in 
these situations has been generally based 
on the rule of res judicata. 


Philosophy of Exemption Laws 

The development of insurance exemp- 
tion laws rests on several concepts. As is 
so often true of social development, it is 
impossible to ascribe any one causal rea- 
son. Yet it will be helpful to examine some 
of the rationales that have led the legis- 
latures to establish laws exempting not 
only life insurance, but also other prop- 
erty of a debtor from creditor execution. 


Rehabilitation of the Debtor 

The importance of the physical re- 
habilitation of injured persons underlies 
the exemption of the workmen’s compen- 
sation and health insurance benefits. This 
reasoning, like all other justification, loses 
its substance when not limited in scope. 
Rehabilitation of the pressed debtor ap- 
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pears to be a primary rationale in the 
limited dollar amount of exemption, of 
the tools of his trade, a certain amount 
of livestock, his professional library, or 
in some cases, his automobile. Also the 
protection against imprisonment for debt 
is motivated by the rehabilitation con- 
cept. 

Inasmuch as the courts have generally 
held that the life insurance proceeds vest 
in the beneficiary immediately upon the 
death of the insured and are not avail- 
able for the insured’s debts, statutory ex- 
emption of death proceeds from the in- 
sured’s debts would be unnecessary. The 
rehabilitation doctrine would lead to ex- 
emption of death proceeds from the credi- 
tors of the beneficiary. 

Protection of the insured’s policy values 
from his creditors, so that he may re- 
habilitate himself through the use of such 
values, does not appear to have been the 
philosophy of the insurance statutes. The 
majority of such statutes state that they 
are to protect the beneficiary. In fact, at 
the time protection statutes began to grow 
in number, cash values were not generally 
part of the contract. And even today, 
most statutes are very vague as to the 
protection given cash values, which values 
of a life insurance policy are the primary 
source of rehabilitation to the insured. 


Protection of the State 


The rehabilitation doctrine is a sub- 
sidiary to the idea that the state should 
use its legislative powers to promote self- 
sustenance through rehabilitation, and 
thereby reduce the numbers who become 
a public charge. Exemption of insurance 
finds its own niche in the protection of 
the state doctrine. The employment status 
of widows and children as well as social 
welfare theories which inhibit their em- 
pioyment, would lead more surely to their 
becoming a public charge—either through 
relief or delinquency, or both—were it 
not for life insurance. 


Protection of the Family 

The family is the primary unit of so- 
ciety, as it constitutes the foundation of 
the state. By enactment of insurance pro- 
tection laws, the legislature seeks to guard 
and protect the family during the trying 
period of affliction and need caused by the 
death of the one who directed the family 
affairs. 


Priority of the Wife’s Claim 


There has developed to some extent the 
concept that the claim of the wife and 
children for support by the husband- 
father rises to a higher right than the 
claim of general creditors. Such a con- 
cept is in part, at least, the basis of the 
wife’s dower right. The development of 
statutory allowances for a year’s support 
is attributable in part to this concept. 

It has been suggested that a wife should 
be entitled to the insurance proceeds since 
her claim for services rendered should 
have as good, if not a better, standing 
than the claims of others. Such a con- 
cept ignores the fact that the contract for 
her services did not provide for specific 
payment; furthermore, her claim can per- 
haps be set off against the husband’s claim 
for services rendered her. Also to permit 
such claims would create endless litiga- 
tion to establish their values; it would 
destroy our concepts of contractual obli- 
gations and our laws of decedent's es- 
tates. Not only wives, but a long line of 
others would be asserting their equitable 
claims. 


Frontier Philosophy 


As exemption laws have developed to 
a greater extent in the United States than 
elsewhere, some writers attribute the de- 
velopment to the frontier philosophy of 
the pioneer which, it is claimed, favors 
cheap money, bankruptcy laws and re- 
pudiation of contracts. However, some of 
the most liberal exemption laws have 
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been passed by legislators who, perhaps, 
never saw an Indian, or heard a more 
rude noise than a traffic whistle. Although 
the American voter may be alternately 
either a debtor or a creditor, or simulta- 
neously both, the number of debtors has, 
except during periods of war, undoubt- 
edly exceeded the number of creditors 
and thus provided a political rationale 
for debtor protection. 


Promotion of Financial Responsibility 


Life insurance, because of its aleatory 
aspects, enables persons without any other 
property estate to create one for their 
heirs. Thus, it allows the members of the 
cobbler’s family to improve their financial 
status. To promote this financial transmu- 
tation, exemption statutes were enacted to 
encourage men to make provision for their 
families through the medium of life in- 
surance, but not otherwise. Insurance is 
the only means whereby a poor man can 
leave his family reasonably well provided 
for. Such an institution is desirable in a 
democratic community to inhibit the for- 
mation of financial caste lines, to promote 
thrift, and to create social mobility. 


Human Rights 


The insurance protection statutes are 
another foundation element in the de- 
velopment of human rights. They are part 
of the concept of human freedom which 
Micah, so early in human history, adum- 
brated when he said that “It shall come 
to pass .... (that) they shall sit every 
man under his vine and under his fig tree; 
and none shall make them afraid.” * It 
is of interest that in section 11 of that 
great English charter of human rights— 
The Magna Carta—that the payment of 
the debts of the deceased was made sub- 
ordinate to the widow’s dower, and that, 
in certain circumstances, debts were sub- 
ordinate to the necessaries for minor chil- 
dren. 


18 Micah, IV:4. 


The Universal Declaration of Human 
Rights of the United Nations states that 
freedom from fear and want are the high- 
est aspiration of the common people. Ar- 
ticle 17 further states that everyone shall 
have the right to own property and not 
be arbitrarily deprived of it. It is here 
that a conflict of rights is seen—the right 
of the creditor not be deprived of his 
property, and the right of the debtor to 
freedom from fear with respect to the 
needs of his progeny. Greater attention 
to the design of protection statutes would 
protect the creditor's right to such prop- 
erty as notes and other choses in action, 
within the limits of the rights of the 
debtor heads of families to ensure to their 
dependents a modicum of financial se- 
curity. It is when the protection is un- 
limited and when such protection laws 
permit a debtor who is the beneficiary of 
$171,000 a year to refuse to pay his hotel 
and clothing bills, that the conscience is 
shocked. 


Effect on Morals 

The provision of the right to protect 
one’s family from want brings up the 
problem that in protecting persons from 
their debts society encourages moral lax- 
ness in the payment of honest debts. Many 
feel that the greatest problems facing 
America are not economic, or political, or 
social or military, or entirely educational 
—but that they are spiritual. The writer 
in the Book of Proverbs says that the 
crown of a good name is more to be de- 
sired than great riches. Are we in promot- 
ing what William Whyte, in The Organi- 
zation Man, calls the Social Ethic, em- 
phasizing “rights” too much and empha- 
sizing “responsibility” too little? Our 
freedom has been preserved because 
citizens have recognized their responsibil- 
ities, not because they have demanded 
their rights. 

Conclusion 
The life insurance industry would do 
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well to promote exemption laws of the 
type that enable privately owned life in- 
surance to be the bulwark of the family’s 
freedom from want by protecting from 
both the creditors of the insured and of 


the beneficiary. At the same time such 
laws should recognize that this protection 
should be limited so that the duty of 
honor will be recognized and not sub- 
verted by statute. 























A LIFE ADJUSTMENT POLICY 


Rosert I. MEuR 


Life insurance is not only a business but 
also a social institution, and as such has 
the obligation to act with ends other than 
profit in view. This obligation is imposed 
upon the institution as a whole, and in- 
cludes not only the companies but also 
their agents. One of the responsibilities 
of the industry is to be alert to the needs 
of insurance buyers for new policy forms 
to help these buyers do a better job of 
insurance planning. While the life insur- 
ance business can point with justifiable 
pride to the adaptation of coverages to 
meet newly discovered economic needs, 
the fact remains that the conservatism in- 
herent in the business does not foster new 
developments as rapidly as might be 
desirable. 


The conservatism in the life insurance 
business is fostered in part by the attitude 
of some of the regulatory authorities 
toward change. In order to protect the 
public from radical departures from cus- 
tomary insurance practices, some state in- 
surance departments are slow to accept 
change. An overprotective insurance de- 
partment, however, can exert a retarding 
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influence on growth and development in 
the business. 

The past few years have seen a number 
of innovations in the life insurance busi- 
ness: the variable annuity, the family 
policy, guaranteed insurability rider, pre- 
mium differentials for women, and quan- 
tity discounts, to name a few. New fron- 
tiers still remain untouched, particularly 
in the area of policy forms. It is the pur- 
pose of this paper to discuss the need for 
a new policy form designed specifically 
for the young unmarried male, and to out- 
line what appears to be the right type of 
policy for this large segment of the insur- 
ing public. 


Life Insurance Needs of the Young 
Unmarried Male 


The life insurance needs for the young 
unattached male are three fold. First, he 
needs insurance to pay the cost of dying. 
Since he has no dependents, he feels no 
concern about leaving an estate for his 
survivors. His only concern is that he 
leave his parents no liability for his death 
expenses since he is now on his own. Of 
course, if he is contributing to the support 
of his parents, he will need income re- 
placement insurance. This, however, is 
not the type of situation contemplated in 
the market for the policy to be proposed. 

Second, the young unattached male 
needs to protect his insurability. Insura- 
bility is a fleeting thing and can vanish 
over night. The young single male is not 
likely to remain single. Normal develop- 
ment will see him get married and be- 
come a father. When he acquires these 
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responsibilities he will need life insurance 
to provide an income to his family if he 
dies prematurely, as well as pay the ex- 
penses incidental to death. If he is no 
longer insurable when he acquires these 
responsibilities, he will be unable to in- 
crease his death protection. Therefore, 
his insurability needs to be protected. 

Third, the unmarried young male will 
find life insurance a useful vehicle for 
building a savings fund. The investment 
qualities of life insurance which make it 
a good savings medium are well known 
to the readers of this paper. For the young 
unmarried male, of particular importance 
are the avoidance of managerial care and 
the psychological advantage of the pre- 
mium notice in encouraging the premium- 
payer to save regularly by having him look 
upon the premium as an expense to be met 
along with other expenses. 

Meeting These Needs with Existing 

Policies 

It is impossible to meet the above needs 
adequately with the policies now being 
written by life insurance companies. What 
policy should the unmarried male gradu- 
ating senior be advised to purchase? He 
could purchase enough death protection 
for his final expenses under one of the 
higher-premium policies, such as twenty- 
payment whole life or twenty-payment 
endowment at age 65. One of these high 
premium policies will allow him to com- 
bine a modest amount of death protection 
with a large amount of savings per dollar 
of premium. He could thereby fulfill the 
need for paying the cost of dying and at 
the same time build a reasonable savings 
fund through his insurance. Such high 
premium policies, however, do not afford 
the insured an opportunity to protect his 
insurability. 

The present guaranteed insurability op- 
tions offer no solution to the problem be- 
cause these supplemental agreements that 
provide an option to purchase additional 


insurance without evidence of insurability, 
require the policyholder to increase his 
premium obligation and restrict the addi- 
tional insurance that can be purchased to 
whole life or endowment coverage. When 
a man assumes the additional financial 
responsibilities of a wife and children he is 
generally not in a position to increase his 
premium budget. And, if he had to buy 
more insurance, he would find the cost of 
a low premium term form more in line 
with his budget. 

What the young unmarried male needs 
is a policy under which his insurance pro- 
tection can be increased without an offset- 
ting increase in his premium obligations. 
In other words, what he needs is a policy 
which will automatically change from a 
high-premium form to a lower-premium 
form when the insurance needs change, 
and under which the released premiums 
are used to purchase additional insurance 
protection. Of course, it is customary with 
present policies to allow this type of con- 
version, but as a prerequisite for the 
change, the insured must prove insura- 
bility. Such an arrangement, therefore, 
does not satisfy the policyholder’s impor- 
tant objective of protecting his insurability. 

This brings us back to the basic ques- 
tion asked earlier. What policy should be 
recommended to the unmarried graduat- 
ing male senior? Professors of insurance 
are frequently asked this question. One 
answer is that the right policy does not yet 
exist. The buyer may choose a low-pre- 
mium, high death protection policy that 
protects his insurability and guarantees a 
premium outlay he can afford to continue 
after marriage or a high-premium, low 
death protection policy designed to pro- 
vide an adequate amount of death protec- 
tion for the present and to build a savings 
fund. If he chooses the low-premium 
form he will be paying for more death 
protection than he needs, at the expense 
of a lower savings fund. If he chooses 
the high-premium form he will run the 
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risk of being uninsurable when he needs 
additional insurance protection. What 
course the buyer wishes to take is an indi- 
vidual matter. It is unfortunate that he 
must pay for more insurance than he 
needs during his premarital days in order 
to be assured of having as much as he 
needs after marriage, and at a price he 
can afford to pay. 


The Life Adjustment Policy 


To meet the life insurance needs of 
the unmarried male, as discussed above, 
a new policy form is necessary. A sug- 
gested form for this purpose may be out- 
lined as follows. It is here named the life 
adjustment policy, for that is exactly what 
it is. 

A basic policy of a high-premium whole 
life or endowment form would be issued 
on a level premium basis. Upon the mar- 
riage of the policyholder, the policy would 
be converted to a lower-premium whole 
life form without reducing the cash val- 
ues which have already been developed. 
These cash values will be locked in, so to 
speak. The policyholder will continue to 
pay the same level premium but this pre- 
mium will support a higher amount of 
insurance under the converted lower- 
premium form. Upon the birth of the 
first child, a 20 year decreasing term in- 
surance rider (family income rider) 
would be added to the policy with the 
basic insurance being changed to a modi- 
fied whole life policy to the extent neces- 
sary to release premium funds sufficient 
to pay for this rider. Upon the birth of a 
second child, an additional decreasing 
term rider can be added automatically, 
with the basic whole life policy being 
_ modified further to the extent necessary to 

release premiums to pay the cost of the 
additional rider. After the decreasing term 
riders expire, the basic policy can be con- 
verted to as much whole life insurance as 
the level premium can support on a con- 
tinuous premium basis. 


The policy, of course, will have cash 
values which can be used to finance a re- 
tirement income. For control purposes the 
number of increases based on children, 
can be limited to two. Furthermore, the 
ages at which these changes can be made 
can be limited to age 40 or 45. The 
policy would have to define carefully the 
terms used such as marriage and births. 

The policy can be sold in premium units 
of $10 a month. The amount of insurance 
purchased for this premium will vary ac- 
cording to the age of the policyholder at 
the time the policy is issued. How much 
insurance the $10 monthly will purchase 
will depend not only on the age of the 
insured but also upon the type of plan 
used as the basic policy. The basic policy 
should be a high-premium form such as a 
twenty-payment whole life or a twenty- 
payment endowment at age 65. 

Assume that a twenty payment life form 
is used as the basic policy and that the 
man is 21 years old when he purchases 
the policy. His $10 monthly premium 
would purchase, say, $5,000 of life insur- 
ance. If he were younger when he pur- 
chased the policy, his premium would 
purchase more insurance and if he were 
older it would purchase less insurance. 
If he is 23 when he gets married, his 
$5,000 of insurance automatically jumps 
to $10,000 on a continuous-premium whole 
life basis. The cash values developed as 
of that time are locked in and continue to 
grow, but at a slower pace. If the policy- 
holder is 25 when his first child is born, 
his whole life insurance would be reduced 
by about $100 for each $1,000 of 20 year 
decreasing term insurance added. If he 
is 30 years old when his second child is 
born, his whole life insurance will be de- 
creaséd by about $120 for each $1,000 of 
decreasing term added, 

It would be possible to add a supple- 
mental agreement providing an option to 
purchase additional units of insurance 
without evidence of insurability. In other 
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words, there is no reason why the guaran- 
teed insurability option cannot be used 
with this policy to make it even more 
attractive to the young unmarried male. 


Problems Involved 


Although this policy does not have the 
important ingredient of simplicity which 


is desired in life insurance policies, it is 
not so complicated as to be impractical. 
It is recognized that a number of problems 
associated with its development and issue 
will have to be worked out. While these 
problems are difficult and tedious, they 
are not insoluble. 


DISCUSSION 


GeorceE R. Jorpan, Jr.* 


Dr. Mehr has outlined a very original 
idea for providing a type of insurance 
coverage somewhat different from any 
coverage currently offered. The type of 
policy which he has in mind would be 
issued to young, unmarried males and 
would provide for a level premium pay- 
ment. The unique features of the policy 
are that during the period when the in- 
sured is unmarried, a relatively low death 
benefit would be available, but death 
benefits would automatically increase 
upon marriage and upon the birth of 
each child, with a possible limit on the 
number of increases due to birth of chil- 
dren. The increases at the time of birth 
of each child would be of the decreasing 
term type so that the policy, viewed as a 
whole, is self-programming through a 
formula arrangement with respect to the 
insured’s family status. 


Methods of Providing Benefits 
There are several different methods 


* George R. Jordan, Jr., M.S., is Executive 
Vice President of Southland Life Insurance 
Company. An Associate of the Society of Actu- 
aries, Mr. Jordan began his insurance career in 
the Life Actuarial Department of The Travelers 
Insurance Company. He started with Southland 
as an actuary in 1950 and is now a member of 
the Board of Directors and of the Investment 
and Executive Committees. 

Appreciation is expressed to Gene Buchter, 
Associate Actuary for Southland Life Insurance 
Company, who did the actuarial work upon 
which this discussion was based. 


which might be employed in providing 
the desired benefits. Some of them are 
exact and others approximate. The prin- 
cipal methods are: 


(1) Options may be added to conven- 
tional policies to provide for the neces- 
sary changes in order to grant the desired 
benefits upon the occurrence of each 
vital event. These options would be based 
on the actuarial equivalents of the policy 
at the time adjustments would be made. 

(2) Policies may be designed to pro- 
vide the necessary benefits based upon 
the probabilities of death and probabili- 
ties of vital events of marriage and birth. 

(3) Conventional policies may be de- 
signed to provide the necessary benefits, 
based on assumptions that marriage and 
parenthood occur at specified points of 
time subsequent to issue. However, since 
the time of occurrence of these actual 
events will vary from that assumed, the 
policy benefits will change according to 
the actual time of occurrence of marriage 
and parenthood. (The assumptions used 
would be based upon appropriate sta- 
tistical data. ) 


Analysis of Methods 


Method 1 


If added to conventional policies in 
the form of an option, these benefits 
would require a base policy which has a 
high investment element, such as the 20 
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Pay Life or one of the various Endow- 
ment policy forms. The base plan would 
be changed to the Whole Life plan at 
marriage, and appropriate decreasing 
term benefits would be added upon the 
birth of each child, with appropriate re- 
duction in the Whole Life benefits. 

Changing Values at Marriage—In or- 
der to modify the contract upon mar- 
riage, the policy values (reserves or cash 
values) would be used to purchase paid 
up life insurance benefits and the net 
level premium which the insured pays 
would be used to purchase Whole Life 
insurance at net rates at the attained age 
of the insured. The total Whole Life 
death benefit would then be the sum of 
the amounts purchased in these separate 
ways. 

Changing Values at Birth of Children— 
There are at least two methods of provid- 
ing the decreasing term benefits at the 
time of birth of the children. Both of 
these methods require adjustments of 
some sort in the basic Whole Life cover- 
age. The principal methods of adding de- 
creasing term benefits are as follows: 


(1) Decreasing term benefits having 
the same initial amount of death benefit 
for each child are added at the time of 
birth of the child. These benefits expire a 
given number of years from the birth of 
the child. 

(2) Decreasing term benefits having 
the same initial amount of death benefit 
are added at the time of birth of each 
child. All decreasing term benefits added 
because of birth of children expire at an 
age fixed by the birth of the first child. 

Of the two methods of adding the de- 
creasing term benefit, the one which 
provides coverage for the same initial 
amounts for specified periods following 
the birth of each child seems to be mcre 
in line with the coverages desired in the 
policy. 

Four different methods are available to 


adjust the Whole Life coverage, as fol- 
lows: 


(1) The amount of the base policy is 
reduced during the time when decreasing 
term benefits are in force. This amount 
is restored upon expiration of the term 
benefits. 

(2) The amount of the base policy is 
reduced at the time of the first birth and 
restored at some specified age fixed by 
the first birth. 

(3) The amount of the base policy is 
permanently reduced at the time of birth 
of each child. 

(4) The amount of the base policy is 
permanently reduced at the time of birth 
of each child, but level term insurance for 
the amount of reduction, expiring at a 
selected age, is added to the policy in or- 
der to keep the basic death benefit in- 
tact for a desired period. 


Of the four methods of adjusting Whole 
Life coverage, those methods which in- 
volve temporary reductions in the amount 
of the base policy to compensate for the 
amount of decreasing term, create a “U” 
shaped pattern of death benefit. This pat- 
tern does not seem to be compatible with 
the needs of the insured or the self-pro- 
gramming features which are desired in 
the policy. It would seem that those meth- 
ods which permanently reduce the 
amount of death benefit on the base pol- 
icy for benefits added because of birth of 
children, would be the preferred meth- 
ods. 


Specific Example—I have computed 
values for contracts to be issued on a base 
plan and changed to a Whole Life plan at 
marriage. The decreasing term benefits 
to be added at birth of the children, run 
for a specified number of years, with a 
permanent reduction in the base policy. 
A level term death benefit to age 65 is 
added to defer the reduction in death 
benefit of the base policy. The assump- 
tions are as follows: 
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Issue Age 21 
Marriage Age 23 
Age at birth of first child 25 
Age at birth of 
second child 28 
Base Plan 5,000 20 Pay Life 
Initial amount of 
decreasing term 8,000 
Period of decreasing term 20 Years 
Annual renewal net 
premium paid 
( Commissioners 
Reserve Method ) 101.86 
Mortality "41 Commissioners Standard 
Ordinary 
Interest 3% 
POLICY BENEFITS 
Age Married—No Child Married—One Child Married-T wo Children 
3 Death Reserve Death Reserve Death Reserve 
(1) (2) (3) (4) (5) (6) 
22 5,000 —O- 5,000 —0- 5,000 —0- 
23 8,480 92 8,480 92 8,480 92 
25 8,480 265 11,480 265 11,480 265 
80 8,480 788 10,730 688 13,580 678 
35 8,480 1,252 9,980 1,157 12,080 1,092 
40 8,480 1,820 9,230 1,674 10,580 1,546 
65 8,480 5,070 7,766 4,560 7,013 4,021 


It is interesting to note that if the in- 
sured had taken a Whole Life policy for 
$8,480 at age 21, the reserve at 65 would 
have been about the same as that pro- 
duced on this type policy under the as- 
sumption he marries but has no children. 
Whole Life policies issued at age 24 for 
$7,766 and at age 26 for $7,013 would 
have reserves at 65 corresponding to these 
on this type policy with one and two 
children, respectively. 


Administrative Difficulties 

(1) The incorporation of the various 
guarantees in the policy language will 
make the policy more complex. 

(2) Numerous lengthy tables will need 
to be added to the policy to outline the 
specific benefits available. 

(3) Nonforfeiture values will be diffi- 
cult to compute—exact history of mar- 
riage and parenthood of insured required 
for surrender, policy loan, or lapse. 

(4) The rate of change in policy re- 
serves and values decreases with each 


change in insured’s status. In theory, the 
company should know each insured’s ex- 
act status at valuation date. As a practical 
matter, approximate methods would need 
to be employed. 

(5) If the base policy is of the limited 
payment form, it would be necessary to 
analyze the policy at the end of the origi- 
nal premium paying period in order to 
determine if the insured had ever been 
married during this period, on cases 
where no notice of marriage had been re- 
ceived. Some changes would need to be 
made at this point. 

(6) Policy language would need to de- 
fine birth in order to define coverages. In 
order to avoid unnecessarily increasing 
coverage for miscarriages, stillbirths, etc., 
it would probably be necessary to require 
child to live some minimum period. 

(7) The company’s policy exhibit rec- 
ords of amounts of insurance in force 
could not be maintained accurately. Ap- 
proximate methods would be required. 

(8) It might be necessary physically to 
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change the policy to another form upon 
occurrence of marriage or birth, or both. 
If so, this will result in added expense, 
thus increasing cost of benefits. 

(9) Verification of insured’s history of 
marriage and children born to him, along 
with dates of each event, would be re- 
quired for claim settlement. Benefits 
would not be easy to determine. This re- 
sults in added time for claim settlement 
and added expense. 

(10) Multiple marriages or marriage 
and divorce would present difficulties in 
handling. As a practical matter, it would 
probably be necessary to change cover- 
age only upon first marriage and upon 
first two births whether from first or sub- 
sequent marriages. 

(11) It would be difficult to adjust 
coverage if adjustment desired upon 
death of wife or children. 

(12) Many insureds will want to 
change their decreasing term coverage to 
a permanent form. This would involve re- 
writing the original policy and require a 
premium in the original policy for the 
cost of conversion. Re-writing involves 
added expense. The premium for con- 
version cost would be difficult to deter- 
mine. 

(13) The policy would need to be 
limited to issue on only standard lives 
and occupations. Many added complexi- 
ties are introduced when the attempt is 
made to insure substandard lives at issue. 

(14) It would be necessary to restrict 
changes in coverage, to births occurring 
prior to a specified age. Probably this age 
should not exceed 45. 

(15) It would probably be necessary to 
co-insure these policies through special 
agreement if reinsurance facilities are de- 
sired, since there is no definite assurance 
as to the exact reserve on any given life. 


Method 2 


The theoretically proper course to fol- 
low in creating a policy such as this would 


be to design one which takes into con- 
sideration the probabilities of death, mar- 
riage, and parenthood. However, the 
practical problems surrounding such an 
approach seem to be insurmountable. 
This method appears to have all of the 
disadvantages of the previous method 
plus many additional disadvantages 
caused by the consideration of the multi- 
ple probabilities. Therefore, it does not 
seem worthwhile to explore this avenue 
extensively. 


Method 3 

It would appear that a combination of 

the two methods previously mentioned 
might offer distinct possibilities. It should 
be possible to offer a conventional type 
of coverage which is modified by certain 
assumptions .as to marriage and parent- 
hood. 
One approach under such a method, 
would be for the insured to purchase a 
policy with a fixed premium payable for 
life. As in Method 1, the policy would 
provide a small death benefit prior to 
marriage, larger death benefit subsequent 
to marriage, with additional amounts of 
decreasing term benefits being made 
available at birth of each child. 

With appropriate assumptions as to 
marriage and parenthood, it would be 
possible to construct a set of policy re- 
serves and values which would reflect the 
adjustments necessary because of the 
change in benefits at the assumed ages of 
marriage and parenthood. The result 
would be a policy which would have a 
unique set of reserves and values which 
could be determined in advance on the 
basis of the assumptions used. 

The restriction of the policy to a unique 
set of reserves and values is a substantial 
administrative advantage which would 
permit the policy to be handled within 
the framework used for other types of 
coverage. Such a policy could be handled 
essentially as any other until it becomes 
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a death claim, at which time the marriage 
and parenthood history would be re- 
quired in order to determine the exact 
amount of death benefit payable. 

Specific values that would result from 
such a method, assuming that the actual 
occurrences of marriage and parenthood 
occur exactly in accordance with the 
averages assumed, are identical to those 
of Columns (5) and (6) of the Table 
given under Method 1. 

When actual occurrences of marriage 
and parenthood differ from the averages 
asssumed, the actual death benefits will 
differ although the reserves will remain 
unaltered. 


Summary and Conclusions 


The self-programming features of this 
type of coverage should have definite 
sales appeal. It will not, however, appeal 
to some agents who would prefer to sell 
the flexibility generally available to the 
insuring public through the current policy 
provisions which allow the exchange of 
one policy for another. Moreover, there 
may be some danger in stressing the fact 
that one level premium will take care of 
the normal needs of the insured, inas- 
much as some insureds who have such 
coverage may offer some resistance to 
adding additional coverage as needed. 

From a company viewpoint, the admin- 
istrative and policy design problems as- 
sume considerable importance. A policy 
having a unique set of reserves and values 
for each issue age would eliminate many 
of these problems. I believe that such a 
set of unique values is a very important 
requirement of this type of policy. 

Any completely new type of coverage, 
such as this, will be subject to close scru- 
tiny by the state insurance departments. 
Compliance with the various valuation 
and nonforfeiture requirements of all 
states in which the policy would be issued 
may present some problems. Other prob- 


lems will present themselves in individual 
states concerning the drafting of various 
policy provisions. It might be well to 
mention at this point that the standard 
nonforfeiture law requires that nonfor- 
feiture values for the first 20 years after 
issue be printed in the policy. Here again, 
a unique set of values would eliminate 
many potential problems. 

There have been many new develop- 
ments in the coverage provided by the 
insurance industry in recent years, such 
as the Family Plan, the Insurability Rider, 
and the quantity discount method of cal- 
culating gross premiums, to name but a 
few. The insurance industry is indebted 
to Dr. Mehr for his most thought-pro- 
voking idea. Whether the industry’s ac- 
tuaries will be able to solve the various 
problems connected with this approach 
and whether the industry's sales person- 
nel and the insuring public will embrace 
it, yet remain to be seen. However, new 
ideas such as this have played an impor- 
tant part in encouraging the American 
family to provide for its own security 
and Dr. Mehr deserves thanks for his 
contribution to this end. 


Formula Derivations 


Definitions 


M =amount of coverage on Ordinary 
Life plan upon marriage 


B, = reduced amount of base plan upon 
the birth of the first child 


B, = reduced amount of base plan upon 
the birth of the second child 


af, = single premium at age x for de- 
creasing term coverage of n years 
duration added because of the 
birth of a child 


8 = Renewal Net Premium payable 
The International Actuarial Nota- 
tion is used for all other symbols 
not specifically defined. 
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Determination of Coverage Upon Marriage 
Equate reserves upon marriage at age z 
M.A, — Bais = «V 


_ V+ Ba, 


M A 


where ,V = the reserve on the base policy at time of marriage t years after issue. 


Determination of Coverage Upon Birth of Children 


MeErHop—add decreasing term for a specified number of years (n) upon the birth 
of each child. Reduce the base policy while decreasing term benefits are in force, 


then restore. 


Equate reserves at birth of first child at age r 


B,-Ap:m| + M-<a| Ar + oF: — Bie = Me A, — Bair 
oF; 
Ar: m| 





B, = M 
Equate reserves at birth of second child at age s 


B; « A}: m| + M .a| As + aFs + n-u:F. — Bai, = B, » Ab :m—s+r | + M « n-ssr | As + a-cpel’s — Ba, 

B; - Aj :m—s-+r | + M(a-s42 | A, — a | A.) — Fs 
A,:m | 

Note that the computation becomes complex at birth of second child. 





B, = 


MeEtHop—add decreasing term for a specified number of years (n) upon the birth 
of each child. Reduce the base policy to a stated age (y), then restore to its original 


amount. 
Equate reserves at birth of first child at age r 


B, - Ab: y—r| + Mey r| Ar + oF — Blie = M. Ar — Bir 


aF 


B, = M — i 
Ar: y-r| 





Equate reserves at birth of second child at age s 





By» As: y—8| + M « y-s| As + F's + a-surk's — Bile = B, » Ab: Y—8] + M « y-e| As + a-serk's — Bite 
F 


b& + 2a. 
B= B - 

Note that restoring the base policy at age y makes the amount of temporary reduc- 
tion in base policy a function of attained age at birth of the child. 


MeETHop—add decreasing term for a specified number of years (n) upon the birth 
of each child. Permanently reduce the amount of the base policy upon the birth of 
each child. 
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Equate reserves at birth of first child at age r 


B, - Ar + oF; — Bir = MA; — Bir 


aF; 
B, = M —- — 


Equate reserves at birth of second child at age s 


B, . A. + oF, + a-e+rl's or ¢ Ba, = B; . As + seule - Ba, 


oF, 
B, = B, - — 
A 


Note that the reductions in the amount of base policy are a function of attained age 
at birth of the child. 


METHOp—upon birth of each child, add decreasing term for a stated period (n 
years), immediately reduce the base policy, add level term to a stated age (y) for 
the amount of the reduction. 


Equate reserves at birth of first child at age r 
B, - Ar + (M — B,) Ab: y—r] + .F; — pir = M.A, — Bar 


aF; 
y-r | Ar 





B, = M — 


Equate reserves at birth of second child at age s 
B, - A, + (M—B,)Aj} :y—s| + oF. + a-s4rF — pi, = Bye Ag+ (M—B,)AS :y—s| + n-s+rF, — Bike 


F 
hte ater’ f 





Note that the reductions in the amount of base policy are a function of attained age 
at birth of the child. 


ACTUARIAL EQUIVALENTS 


AMOUNT OF WHOLE Lire Boucnt (BASED ON RESERVE) 
Per $1,000 or Sum INsuRED ON BasE PLAN 








Age at Marriage = 
19 21 23 25 30 85 
Age at 
Issue x 20 Pay Life Base Plan 
5 2,000 2,017 2,034 
10 1,890 1,906 1,921 1,988 
15 1,792 1,806 1,820 1,834 1,873 
20 1,704 1,717 1,729 1,764 1,805 
21 1,696 1,708 1,742 1,781 
25 1,654 1,689 
Retirement Income at 65 Continuous Premium Base Plan 
5 1,669 1,680 1,692 1,704 1,738 1,891 
10 . 1,678 1,690 1,702 1,714 1,748 1,876 
15 1,690 1,702 1,714 1,727 1,761 1,853 
20 1,718 1,730 1,743 1,778 1,812 
25 1,678 1,741 
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20 Year Retirement Income at 65 Base Plan 





5 8,147 8,184 $,221 
10 3,006 3,040 8,076 $3,112 
15 2,872 2,904 2,987 2,971 3,064 
20 2,762 2,792 2,824 2,910 $,012 
25 2,451 2,845 
Amount = 2xV + Ba, 
A 


Where z-xV = the Reserve on the base policy using the Commissioners Reserve 
Valuation Method. 


8B = Modified Renewal Net. 
ai, A, are the Annuity Due and Single Premium Life Values. 


All values are computed on 41 Commissioners Standard Ordinary Mortality at 3% 
interest. 


Adjustment of Basic Whole Life Policy Due at Birth of Child 


AMOUNT BY WHICH PERMANENT CoveraGE Decreases For 20 Year Decreasinc TERM 
CovEeRAGE aT BirntH oF CuiLp (Basep per $1,000 or INrriaL VALUE oF Repucinc TERM) 


Whole Life 
Permanently Reduced 
Whole Life Whole Life At Time of Birth 
Age at Birth Reduced Until Permanently Reduced Level Term to 65 in 
of Child Age 65 Only at Time of Birth Amount of Reduction Added 

20 $156 $ 92 $224 
25 179 102 238 
30 215 118 262 
85 269 141 298 
40 $51 174 346 
45 478 219 403 
































“PROPER™ LIMITS IN LIABILITY INSURANCE— 
A PROBLEM IN "DECISION MAKING UNDER 
UNCERTAINTY” 


Bos A. HEDGEs 


The problem of proper selection of pol- 
icy limits in buying liability insurance is 
both chronic and epidemic; recurrent and 
widespread. Proposed cures for it are like 
those for the common cold, most of them 
have been heard many times, and none 
of them can be counted upon to work 
most of the time. 

What is here suggested is an approach. 
The theory here employed comes from a 
recent body of study and thought about 
business problems, a body called “deci- 
sion theory.” It is a contemporary effort 
to apply the knowns of logic and mathe- 
matics in a systematic and usable way to 
the unknowns in business situations. The 
branch of decision theory to be drawn 
upon uses probability and statistics to aid 
in making business decisions under con- 
ditions of uncertainty. Certainly the 
problem of selecting proper limits in 
one’s liability insurance is a problem in 
this category! 


Prerequisites 


To apply decision theory to this prob- 
lem, three things are needed: 

(1) A measure of the relative ultimate 
financial effects of different sizes of liabil- 
ity losses.? 


Bob A. Hedges, Ph.D., C.L.U., C.P.C.U., is 
Associate Professor of Finance in the University 
of Illinois. During the year 1959-60 he was re- 
cipient of a Ford Foundation Fellowship to the 
Institute of Basic Mathematics for Application 
to Business, at Harvard University. Dr. Hedges’ 
other articles have been published by the Insti- 
tute of Government and Public Affairs of the 
University of Illinois and in the A.A.U.T.I. Jour- 
nal and the Journal of Insurance. 


1 The term “liability losses,” as here used, in- 


(2) A probability distribution on these 
losses. 

(3) The cost of insuring against various 
liability contingencies. 


Possessing these three things, it would 
be possible to use the probability distri- 
bution to evaluate the total financial im- 
portance of the losses. Then this effect 
could be measured against the financial 
importance of the insurance premium, 
and the lesser evil selected. 

Contemporary decision theory will sug- 
gest a way to get a measure of the effects 
of losses. Dr. Rennie has just suggested 
a basic form or model for the distribution 
of losses. The cost of insuring is a figure 
which can be obtained. 


Robert Schlaifer, in the second chapter 
of his Probability and Statistics for Busi- 
ness Decisions,? presents a series of 
“utility scales” for evaluating gains and 
losses. This analysis is not easy reading, 
but it demands only “college algebra” as 
a mathematical background. The method 
requires, first, that the decision-maker 
place a dollar figure on the best event 
that can happen and on the worst that 
can happen. With respect to liability 
losses, the best possible result is zero. But 
what is the worst? To many people, that 
“worst” figure is exactly the subject of 
this paper. For these persons, the worst 
possible liability loss is the amount of 





cludes all the costs and outlays directly due to a 
claim that one is liable for damage or injury. 

2New York: McGraw-Hill Book Co., Inc., 
1939. 
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liability insurance which should be car- 
ried. 

This question can be solved by adopt- 
ing another standard for “worst”: the 
worst possible loss, it is assumed, is the 
loss of the business. In lieu of the loss 
of a certain number of dollars, the descrip- 
tive phrase, “the business goes into re- 
ceivership,” will be used as the extent of 
the “worst possible loss.” 

The next step is to consider the follow- 
ing question: If the decision-maker, were 
thrust into a situation which confronted 
him with a 50 per cent probability that 
his business would be bankrupt tomorrow, 
‘how much would he be willing to pay to 
get out of that situation? One thousand 
dollars? One million dollars? Something 
in between? Suppose the answer in a 
given case is $500,000. 

Now consider, successively, other prob- 
ability figures for the same disastrous 
event. Since these probabilities are small, 
consider such chances of total loss as one 
per cent, one-half of one per cent, one- 
tenth, one-fiftieth, one-one hundredth, 
and so on. For each probability figure, 
decide on a fixed price equivalent. 

Among the practical problems involved 
here is the difficulty of thinking concretely 
about figures like “one-tenth of one per 
cent” and “one-one hundredth of one per 
cent.” How can one get any real feel for 
abstract quantities like these? This visu- 
alization may be tried. 


An Illustration 


Imagine ten urns, each containing 100 
marbles, well stirred. One is required 
to select one of the ten urns and to draw 
from it one marble. If the marble is black, 
the task is over. But if the marble is red, 
tomorrow his business will be in the hands 
of the receivers. Suppose he knows that 
the total number of red marbles in the 
ten urns is 100. How much would he 
pay to get out of the game before draw- 
ing? Suppose that he knows the total 


number of red marbles is 10, how much 
would he pay to get out? Suppose the 
number were known to be one? Thus can 
1.0, 0.1, and 0.01 per cent be presented 
in a manner which gives some “feel” to 
them. 

Suppose that the decision-maker finally 
comes up with the set of answers pre- 
sented in Table 1. 


TABLE 1 


A Set or VALUES ON PROBABILITIES 
or Loss or BusINEss 


Probability of Loss Fixed Dollar 
of Business 


Equivalent 
30.00% $500,000 
20.00% 300,000 
10.00% 125,000 
1.00% 12,000 
0.50% 5,000 
0.10% 1,000 
0.01% 100 


Now a reasonable estimate of the present 
going-concern value of the business is 
required. For an example, assume this 
value to be one million dollars. 

The next question is, how small a sum 
of liability losses over a year (or other 
approximate period) could cause this 
business to be thrown into receivership? 
The answer depends on all the usual con- 
siderations in financial analysis: current 
ratio, acid-test ratio, cash balance; asset 
turnover, receivables turnover, inventory 
turnover, cash flow; operating ratio, 
equity ratio, number of times fixed charges 
are earned; credit lines, present and po- 
tential; attitude, ability and flexibility of 
management; and so on. One thing is 
sure: an unexpected cash loss of con- 
siderably less than one million dollars can 
wreck a business worth a million. For 
this example, suppose the crucial liability 
loss figure is best estimated as $500,000. 

But consider the effect of a loss of 
$490,000, or even $400,000? Are the real 
costs, the ultimate financial effects, of 
losses below the crucial figure to be taken 
at their face amount, with a sudden jump 
in their effect when the crucial five-hun- 
dred-thousandth dollar is added? Clearly 
not. It follows that there is need for a 
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whole set of relationships between size of 
liability loss—defined as total direct cost 
and outlay caused by the claim—and size 
of ultimate financial effect on the business 
firm. 


Typical Characteristics 


All that will be attempted here is to 
suggest some of the characteristics likely 
to be found in such a set of relationships: 


(1) There will be a range of relatively 
small losses which have no particularly 
disturbing effects on the firm’s finances 
beyond their direct costs. 

(2) Beyond this comes a range in 
which the effect can reasonably be esti- 
mated by adding to the direct loss a figure 
which represents the cost of going to the 
money market for the additional funds 
needed. 

(3) Beyond this, the picture gets com- 
plicated. As losses get bigger and bigger 
they have even more and more serious 
effects on the ability to finance the firm’s 
regular operations, for they disarrange 
cash flows and exhaust credit lines. 


An example of such a function can be 
adopted for the business concern being 
used for this example. Suppose that over 
a period of a year it can handle liability 
losses up to $10,000 without any strain 
on its resources. In the range, $10,000 
to $100,000, it would have to pay for 
extra money at an average rate of four 
per cent, and would need to borrow the 
money for a length of time proportionate 
to the amount borrowed. Beyond 
$100,000, the financial effects of loss in- 
crease rapidly, until for a $500,000 direct 
loss the ultimate damage is $1,000,000— 
the value of the business. 


A Crucial Theorem 


Now comes the crucial theorem in de- 
cision theory. Its explanation appears in 
an appendix at the end of this paper. Its 
operation will be illustrated in connection 


with this example. Suppose the probabil- 
ity distribution on lossess for this company 
shows a probability of one per cent that 
losses for a year will come to $10,000.8 
Table 1 shows that $10,000 lies between 
the $12,000 value placed on a ruin proba- 
bility of one per cent and the $5,000 value 
placed on a ruin probability of 0.5 per 
cent. Various reasonable methods of 
interpolation are possible; suppose that 
an appropriate one gives $10,000 as 
equivalent to 0.85 per cent probability of 
ruin. Now there is produced an abstract 
figure which represents the “utility” (dis- 
utility) to the business of the one per 
cent chance of having the year’s losses 
produce $10,000 of damage to the firm’s 
finances. This figure is secured by multi- 
plying the one per cent chance of a 
$10,000 direct loss by the 0.85 per cent 
derived from Table 1, and getting 0.85 as 
this abstract measure, or index. 

Suppose that in this business a year’s 
losses totaling $100,000 would have a 
financial effect of $120,000 because of the 
cost of borrowing $90,000. Interpolating 
again in Table 1, $120,000 can be said 
to be about equivalent to a nine per cent 
chance of ruin. If the chance of the 
$100,000 direct loss is, say, 0.5 per cent, 
0.5 is multiplied by 9 and the product, 
4.5, is the measure of the relative impor- 
tance of this particular possibility to this 
given business. When all the index figures 
so obtained (one for each possible size of 
loss) are added, the result is an index of 
the total undesirability of carrying this 
risk.* 

But the question under consideration is 
not whether to insure, but how much. 
Suppose some particular amount of insur- 


’The actual distribution of losses will be 


continuous, of course, with probability figures 
applying only over ranges of loss figures, not to 
particular figures. But in an illustrative example, 
no damage is. done by speaking as though certain 
individual figures did have probabilities of oc- 
currence. 

* Since the distribution is continuous the proc- 
ess is integration rather than summation. 
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ance, say $100,000, were carried. Then the 
premium on the policy would be a “loss” 
of that amour with a “probability” of 
100 per cent that it would be lost. By 
going through Table 1 an index figure 
can be secured to represent the “undesir- 
ability” or “disutility” of this outlay. To 
this must be added an index value for 
the amounts by which losses may exceed 
the insurance. The sum of these two fig- 
ures is the total index for this insurance. 
This can be compared with the index 
value previously obtained for the total 
risk, and the smaller index number will 
represent the lesser evil. Comparisons for 
different amounts of insurance then need 
to be made to search out the lowest over- 
all figure. 


Summary 


The entire procedure is reviewed as 
follows: 


(1) The decision-maker needs to deter- 
mine what it is worth to him to avoid 
various probabilities of ruin to his busi- 
ness. 

(2) The true financial effects of differ- 
ent dollar amounts of loss in a given busi- 
ness must be discovered, with particular 
attention to the smallest amount of loss 
which will bankrupt the business. 

(3) A probability distribution on the 
losses must be obtained. 

(4) From Step 1 a table of dollar 
values and probabilities is developed. 

(5) From Step 2 a set of dollar values 
is secured. Taking these to the table of 
Step 4, the dollar values are converted to 
probability figures. 

(6) The probability figure obtained 
from Step 5 is multiplied by the probabil- 
ity figure from Step 3 to get an index 
of the “importance” or “onerousness” of 
each loss possibility. 

(7) The figures obtained in Step 6 are 
cumulated over the entire range of losses 
to get the index for non-insurance. 

(8) Index figures are developed for 


different amounts of insurance, using 
premium-plus-uninsured losses here as 
losses alone were used to get the index 
for non-insurance. 

(9) The lowest index from Steps 7 to 8 
is then selected. 


Perhaps a few words are in order 
about probability distributions on losses. 
Lacking better evidence (or any evidence 
at all!), the “log normal” distribution can 
be adopted as representative. Any nor- 
mal distribution has two free parameters, 
its mean and its standard deviation. One 
must use any possible clue to these. For 
the mean, in a given case, one could adopt 
the fire insurance rating philosophy, 
which holds that direct engineering analy- 
sis of the hazards of a given situation pro- 
vides a basis for arriving at an informed 
judgment of the extent to which that 
situation differs from the average for its 
class. Some statistical help may be avail- 
able, such as data on the difference in size 
of dollar claims for similar injuries—for 
example, a public utility may find itself 
paying 50 per cent more for simple leg 
fractures than local retail merchants have 
to pay. Or a chemical manufacturer may 
find his claims frequency is twice that 
of a machinery manufacturer. From rela- 
tionships such as these, individual busi- 
nesses’ loss distributions may be deduced 
from general averages. 

For the standard deviation, it would 
be expected that the figure for a general 
class would be close, although it might 
be better to take the standard deviation 
as a percentage of the mean rather than 
as an absolute figure. 

If one can assume in advance the na- 
ture of the distribution (such as that it 
is “log normal”), small quantities of data 
gain considerably in usefulness. And if 
one is investigating the behavior of a 
sum of several losses, such as all the losses 


in a year, rather than the behavior of the 


5See Dr. Rennie’s paper in this issue for 
further comments on this subject. 
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values of losses individually, then reason- 
able guesses become even more possible. 

Two related questions still remain. 
Will such elaborate machinery for decision 
making actually produce better results 
than the methods presently in use, what- 
ever they may be? More important, will 
results from the new methods be suffi- 
ciently better to justify the considerably 
greater cost involved? These are basic 
questions. 


Appendix 
The special theorem referred to, de- 
pends on the following three assumptions: 


I. A smaller probability of losing K 
dollars is always preferred to a larger 
probability of losing K dollars (where the 
differences in probabilities are the only 
differences between the two situations). 

II. Outlay of a smaller sum is always 
preferred to outlay of a larger sum (where 
the differences in outlays are the only 
differences between the two situations). 

Ill. If a man is indifferent between 
two options A and B and also between 
options B and C, he will then be indiffer- 
ent between A and C. 


The argument proceeds as follows: 


Suppose indifference is established as 
between the following choices, which to- 
gether shall be called Pair A: 


(1) Pay X dollars. 

(2) Draw from an urn containing 100 
balls, k of them red, the rest black. The 
business is lost if a red ball is drawn. 


Now consider the choices in Pair B: 


(1) A roulette wheel is spun and if one 
certain specified number comes up, no 
losses or costs are suffered. If any other 
number comes up, X dollars are paid. 

(2) The same wheel is spun and if one 
of the same previously specified numbers 
comes up, no losses or costs are suffered. 
If any other number comes up, draw 
from the urn with k red and 100 — k black 


balls, the business being lost if a red ball 
is drawn. 

Each of the choices in Pair B offers the 
same chance at an identical result (no 
outlay) and each offers the same chance 
at results different in form but in the 
opinion of the decision-maker, not differ- 
ent in worth. Therefore, it is argued, the 
decision-maker who is indifferent as be- 
tween the choices in Pair A is also indif- 
ferent as between the choices in Pair B. 
Furthermore, let the probability of a 
“bad” number on the roulette wheel (a 
number which costs X dollars in Choice 
1 or causes a draw from the urn in Choice 
2) be q. Then Pair B is identical to Pair 
BB described below, and indifference be- 
tween the choices in B is indifference as 
between the choices in BB. 


Pair BB: 


Choice 1: Probability q that X dol- 
lars will have to be paid. 
Choice 2: Probability q x k that 
the business will be lost. 
Now suppose the decision-maker fur- 
nishes a whole collection of pairs like 
Pair A, each with a different value of X 
and the appropriate, matching value for 
k. Such a collection is represented by 
Table 1 in this paper. Assumptions I and 
II state that whenever the dollar value 
of the sure loss is higher, the matching 
probability of loss of the business will 
also be higher, and vice versa. These as- 
sumptions also make interpolation in the 
Table (or construction of a continuous, 
monotonic function on it) a reasonable 
extension of it. 
Now consider the choices in Pair C: 


1. Pay X dollars. 

2. Pay nothing with probability r, 
pay Y dollars with probability s, pay Z 
dollars with probability t, lose the busi- 
ness with probability u, where u = 1 
—r—s—t. 

Given values for Y, Z, r, s, and t, the 
Table can be used to find the value of X 
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which is necessary to establish indiffer- 
ence between the choices in Pair C. First 
it is necessary to look up Y in the Table 
(interpolating if necessary), getting a 
probability ov for loss of the business 
which is equivalent to sure loss of Y; 
similarly there is found a probability w 
for loss of the business equivalent to sure 
loss of Z. Now a choice can be created 
which is equivalent to the second choice 
in Pair C: by adding s < v plus t X w 
plus u a sura can be secured which can 
be called m. From the Table find the 
dollar figure X such that this decision- 
maker is indiferent between a sure loss of 
X and a probability m of losing his busi- 
ness. 

This gives the choices in Set CC, be- 
tween which this decision-maker is in- 
different: 


1. Pay X dollars. 
2. Have probability m of losing the 
business. 
Therefore, it is concluded that the fol- 
lowing theorem holds: 


Given the assumptions made at the 
beginning of this appendix, and 

If the decision-maker can state equiv- 
alent fixed-price (sure cost) values for 
each of a set of different probabilities 
of suffering maximum loss, 

Then for each given distribution of 
loss possibilities (including losses of all 
sizes) it is possible to state a fixed 
dollar amount which is for that deci- 
sion-maker the sure cost equivalent of 
that loss distribution. Any sure cost 
less than that amount is for him more 
desirable than the loss exposure, any 
sure cost greater than that amount is 
for him less desirable than the loss ex- 
posure. 


From this it is concluded that if the 
necessary data were available, this theo- 
rem would show whether or not insur- 
ance of a given amount and under given 
price conditions* should be purchased 
by a given decision-maker. 


* A fixed price for the insurance is not neces- 


sary if a probability distribution can be put on 
the various possible prices which may be paid. 











MEASURING THE MACROECONOMIC EFFECTS 
OF LIFE AND HEALTH INSURANCE 


WALTER WILLIAMS 


The post war growth of life and health 
insurance in force can only be described 
as phenomenal. Over 70 per cent of the 
population now has some form of volun- 
tary health insurance.' Life insurance in 
force as of 1958 exceeded by roughly two 
and one-half times the combined volume 
of individual savings in savings and loan 
associations, mutual savings banks, com- 
mercial banks, and U.S. Savings Bonds.” 
It does not seem unreasonable to suspect 
that these amounts of coverage, espe- 
cially in light of the rapid post war 
growth rates, may have significant macro- 
economic implications. More specifically, 
one may postulate that the rapid growth 
of the amounts of life and health insur- 
ance in force has made these factors sig- 
nificant variables affecting the demand 
for wealth (assets). However, mere quan- 
titative growth is not sufficient justifica- 
tion for the above statements. Rather it 
is also necessary to consider the qualita- 
tive aspects of insurance. In short, there 
must be a coherent theory upon which to 
base statements concerning the macro- 

Walter Williams, Ph.D., is Assistant Professor 
of Insurance in the School of Business in Indiana 
University. Currently Administrative Editor of 
the Journal of Insurance, Dr. Williams has had 
several articles published in this Journal and in 
the Insurance Law Journal. He is co-author of 
Practical Fire and Casualty Insurance, 7th edi- 
tion. 

1 Source Book of Health Insurance Data 1959 


(New York: Health Insurance Institute, 1959), 
p. 9. 


21960 Life Insurance Fact Book (New York: 
Institute of Life Insurance, 1960), p. 8; and 
Savings and Loan Fact Book 1959 (Chicago: 
U.S. Savings and Loan League, 1959), p. 13. 


economic implications of the vast amounts 
of life and health insurance in force. The 
purpose of this paper is (1) to consider 
the theoretical relationship between in- 
surance and other economic variables; 
(2) to discuss briefly the present status 
of this research project in the area of in- 
surance and its relationship to macro- 
economics; and (3) to spell out some of 
the problems in measuring empirically 
the aggregate effects of insurance. 


The Role of Insurance in the 
Economy 


To show that insurance may effect the 
demand for wealth, reference is made to 
Professor Milton Friedman’s analysis of 
the pure theory of consumption.* Fried- 
man starts with a model of perfect cer- 
tainty in order to consider the reasons 
that individuals decide at some point in 
time between present consumption and 
a postponement of consumption (savings, 
wealth accumulation). With perfect cer- 
tainty, individuals accumulate wealth for 
two reasons: to straighten out their in- 
come stream and/or to receive interest. 
When he introduces uncertainty into his 
model, Friedman observes: 


The introduction of eer md adds a 
new reason for holding wealth, . This 
new motive is the availability of a ‘reserve 
for emergencies—for unexpectedly low re- 
ceipts on the one hand, or unexpectedly 
high levels of consumption on the other. 

. The importance attached to a reserve 


8 Milton Friedman, A Theory of the Consump- 


tion Function (Princeton: Princeton University 
Press, 1957). 


(77) 
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depends, of course, on the degree of un- 
certainty that the consumer unit foresees.‘ 


Since the purpose of insurance is to re- 
duce an individual's degree of uncer- 
tainty, the level of the consumer's con- 
tingency reserve will depend in part upon 
the amount of insurance held by that 
individual. If, via the purchase of an in- 
surance policy, an individual is able to 
lessen the uncertainty of financial em- 
barrassment surrounding the happening 
of an event, it may become less urgent 
for him to build up a reserve against the 
consequences of this particular hazard. 
Stated more formally, an individual, by 
shifting risk to an insurance company 
through the payment of premiums, may 
be freed of the financial burden of an 
immediate build-up of a contingency re- 
serve fund and, hence may have greater 
freedom in allocating his resources. 

However, while the two preceding 
statements may provide an intuitive feel- 
ing for the uncertainty reduction effect of 
insurance in the economy, it is only under 
the most stringent assumptions that the 
exact impact of insurance purchases upon 
the level of an individual's consumption 
and savings may be expressed. Assume 
the following conditions: a country with 
no insurance schemes, all individuals hav- 
ing level (guaranteed) income streams, 
stable prices, a zero interest rate, all indi- 
viduals accumulating reserve funds solely 
for the purpose of alleviating uncertainty, 
and a law forbidding borrowing for any 
reason. Under these conditions the level 
of savings is strictly a function of the de- 
gree of uncertainty surrounding hazards 
that might require increased outlays by 
individuals. 

Let it be further assumed that an indi- 
vidual is in equilibrium, in the sense that 
he is able to save at a level sufficient to 
have zero degree of uncertainty. If in- 

* Ibid., pp. 16-17. In this analysis Professor 


Friedman assumes implicitly that individuals do 
not save for the sheer joy of hoarding. 


surance schemes are introduced, it is pos- 
sible to develop the necessary and suff- 
cient conditions for this individual to buy 
insurance. Symbolically, we have this 
situation before the introduction of insur- 
ance, I, = C, + S,; U,=0 (with I, in- 
come; C, consumption; S, savings; U, 
uncertainty; and the subscript b denoting 
a period before the introduction of an 
insurance scheme). After the introduction 
of insurance, the purchase is feasible if 
we have I,=I,; with C, — P>C,'; 
U, = 0 (with P, premiums, and the sub- 
script a denoting a period after the intro- 
duction of insurance). The necessary and 
sufficient conditions for purchasing insur- 
ance for the individual in equilibrium are 
C, — P>C, and U, = 0. 

This case may be made slightly more 
general by having the subscripts denote 
periods before and after insurance pur- 
chases, thereby removing the assumption 
of no insurance scheme, but this is the 
only restriction that may be removed. For 
example, if the assumptions as to a zero 
interest rate, a single motive for accumu- 
lation, and a level income are relaxed, 
savings becomes a function of several 
variables. Even if the individual is in 
equilibrium, he may reasonably purchase 
insurance and yet not consume more. In- 
stead, he may shift part of his reserve 
portfolio to more speculative investments, 
in the hope of greater returns. 

If a situation of disequilibrium is con- 
sidered (I = C + S; U = x>0), the 
problem of expressing in exact terms the 
conditions for an insurance purchase, be- 
comes even more complex. For example, 
an individual with x degree of uncertainty 
may purchase insurance by reducing 
both savings and consumption. (Obvi- 
ously, in aggregate terms, the premium 
must be classified as consumption or sav- 
ings, but the individual may view it as 


5The reader should not infer that the in- 


equality must follow from an insurance purchase. 
Rather, the inequality is the test for determining 
the feasibility of the insurance purchase. 





; 
; 
; 
$ 
; 
] 
: 
' 








Measuring Macroeconomic Effects of Life and Health Insurance 79 


neither one.) The complicating factor is 
the degree of uncertainty because U, = 
x>U, = x-y>0. At the extreme we have 
the case of individuals for which I = C; 
U =x. If a life insurance agent sells one 
of this group a permanent form of cover- 
age, savings must rise and consumption 
fall. James Duesenberry describes this 
group as follows: 


Most of these families will not be in- 
fluenced in their savings by changes in the 
interest rates, income expectations, or even 
by changes in their own preference pa- 
rameters. This is so because of a sharp dis- 
continuity in preference functions. At 
(relatively) low levels of income, desires 
for current consumption are so strong that 
they overcome all considerations of the fu- 
ture . . . changes which might lead them 
to save more will not have any effect unless 
they are large enough to overcome the 
unsatisfied current consumption desires.® 


The purpose of this section has been 
(1) to show that insurance as a mecha- 
nism for reducing uncertainty can be 
integrated conceptually with the pure 
theory of consumption (saving) and (2) 
to note, however, that precise statements 
concerning the effect of an insurance pur- 
chase upon an individual’s consumption 
and savings pattern are difficult to make 
in the general case, except under very 
stringent assumptions. Hence, in moving 
to a consideration of the aggregate effects 
of insurance, it is well to keep these diffi- 
culties in mind. 


Research to Date 


Having discussed in general terms the 
relationship between insurance and cer- 
tain economic variables, it is appropriate 
to touch briefly upon the work done thus 
far, as a prelude to considering some of 
the problems that need to be resolved in 
order to quantify the macroeconomic ef- 
fects of insurance. To date most of this 


study has been devoted to the theoretical 


6 James S. Duesenberry, Income, Savings and 
the Theory of Consumer Behavior (Cambridge: 
Harvard University Press, 1952), pp. 39-40. 


relationship between the holding of cer- 
tain forms of insurance and the demand 
for money balances. Specifically, a paper, 
soon to be published, will set forth the 
theoretical aspects of the yet untested 
hypothesis that the rapid post war growth 
of both term life and health insurance in 
force may have made these factors sig- 
nificant variables affecting the demand 
for money. A cursory summary of the 
argument is as follows. The availability 
of term life and health insurance to the 
majority of the American population can 
be traced to the period after World War 
II. Since these types of coverage may 
alter the demand for wealth to meet 
emergency needs, they may affect the de- 
mand for money in two ways. First, these 
coverages may replace small cash hold- 
ings for the group that sets aside a little 
money in the event of sudden death or 
illness. Second, even if these coverages 
are used only as substitutes for liquid as- 
sets (never money), a great increase in 
the amount of these coverages may bring 
about a desire to decrease liquid asset 
holdings, drive up their yield, and give 
rise to a shift from money to liquid assets 
because of the relatively high yield dif- 
ferential existing at that time between the 
two types of assets.” 


Life Insurance 
In analyzing the macroeconomic effect 


6 After this paper was presented in December, 


1960, the article mentioned has been published. 
The citation is “The Availability of Term Life 
and Health Insurance as Factors Affecting the 
Demand for Money.” Journal of Political Econ- 
omy, Vol. LXIX (April, 1960), pp. 187-191. 

TIt should be emphasized here that the state- 
ments concerning the effect of insurance upon 
the demand for money are of a cursory nature 
and obviously not substantiated in this paper. 
They are made for the sole purpose of giving 
the reader some idea of my work thus far and 
certainly are not intended to stand alone. It 
should also be noted that since the first stage of 
my future research will be an attempt to test 
this hypothesis empirically, major emphasis in 
the next two sections will be placed upon prob- 
lems surrounding this testing. Further, because 
of time considerations, discussion will be lim- 
ited solely to “insurance” problems. 
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of life insurance purchases there are two 
major problem areas. First, as mentioned 
previously, the “involuntary savings” of 
those among the non-saver group buying 
permanent forms of coverage may offset 
the tendency to increase consumption of 
those among the saver group who have 
reduced uncertainty through insurance 
purchases. As was noted in an earlier 
article: 

Actually, the [life] insurance system ex- 
erts both of these separate and opposing 
influences on savings in the economy; 4 
priori it is impossible to demonstrate which 
of the two influences is greater. . . . Until 
far more data on spending units are col- 
lected, any statement about the positive 
or negative effect of insurance upon sav- 
ings must be classed as conjectural.® 


Second, while it is important, for ana- 
lytical purposes, to differentiate between 
insurance purchases for short-run and 
long-run needs, there is little evidence 
available upon which to base this di- 
chotomy. For example, if an individual 
uses a contingency fund to provide for 
the uncertainty of a hazard that would 
require an immediate outlay, one would 
expect that the make-up of this reserve 
would consist of liquid assets (convertible 
into cash at any time with little or no loss 
of principal) rather than illiquid assets 
(equities, real estate, etc.). But, since life 
insurance may be used as a substitute in 
either a long-run or short-run reserve, it 
is difficult to deduce from aggregate fig- 
ures the exact extent of the effect of in- 
surance purchases upon the make-up of 
the two types of reserves. 

However, it does seem logical to be- 
lieve that term (pure) insurance pur- 
chases are more likely to be short-run 
motivated than permanent purchases. On 
the other hand, the uncertainty surround- 
ing income needs in the event of pre- 
mature death may also be met by term 

® Walter Williams, “A Comment on Insurance 


and the Consumption Function,” Journal of In- 
surance, XXVII (June, 1960), pp. 109, 112. 


term “currently insurable expenditures 
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coverage, although they are of a long-run 
nature. Thus, while one may legitimately 
suspect that the tremendous post war 
growth of term coverage has had a greater 
direct effect upon the demand for 
liquid assets than upon the demand for 
illiquid types of wealth, there is little 
available data to aid in ascertaining how 
much of the term increase does not affect 
short-run requirements. A possible alter- 
nate route might be to determine a sort of 
aggregate net amount at risk by subtract- 
ing total life insurance reserves from all 
life insurance in force and to consider 
this net amount as the total uncertainty 
reduction potential of life insurance. 


Health Insurance 


In one respect, estimating the macro- 
economic effects of the health coverages 
is less of an analytical problem than is 
life insurance. This is true because the fi- 
nancial uncertainty surrounding the health 
hazards is primarily ® of a short-run na- 
ture. On the other hand, the conversion 
of the variety of coverages into meaning- 
ful terms for analytical purposes, presents 
at least three important problems. First, 
while over 70 per cent of the population 
has some form of voluntary health cover- 
age, the Social Security Administration 
reports that in 1958 only 23.6 per cent of 
total medical care expenditures of 16.4 
billion dollars were met by insurance.!® 
However, all medical expenditures are not 
(and, in many cases should not) be in- 
sured. In the same article, the Social Se- 
curity Administration figures show that 
50.4 per cent of the “hospital service only” 
expenses and 33.7 per cent of what they 


® Here I am considering direct medical costs 
and not the disability coverages. My only rea- 
son for excluding the disability coverages is that 
they present a “sticky” case, probably spanning 
both long-run and short-run needs. 

10 Agnes W. Brewster, “Voluntary Health In- 
surance and Medical Care Expenditures, 1948- 
- Social Security Bulletin, 22 (Dec., 1959), 
p. 7. 
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are met by insurance.’! Professor O. D. 
Dickerson argues quite cogently that the 
estimate of “currently insurable expendi- 
tures” may be overstated.'* It is neces- 
sary then to determine whether or not 
some procedure should be followed to 
reconcile the differences between the 
number of people covered by insurance 
and medical expenditures met by insur- 
ance, in order to express in meaningful 
terms the uncertainty reduction potential 
of health coverages. 

Second, the amount of voluntary insur- 
ance coverage is reported in units of 
people while the amounts of other vari- 
ables such as liquid assets are stated in 
dollar units. Is it reasonable to attempt 
to relate the percentage rise (or fall) in 
persons covered to the percentage rise (or 
fall) in the dollar amounts of liquid as- 
sets, or will it be necessary to convert 


11 Tbid. 

120. D. Dickerson, Health Insurance (Home- 
wood, Illinois: Richard D. Irwin, Inc., 1959), p. 
75. 


the various health coverages into dollars 
of protection potentially available in order 
to measure the effect of changes in health 
insurance in force? An alternate approach 
might be to rework the Social Security 
Administration’s estimate of “currently in- 
surable expenditures” in order to arrive 
at the best estimate of insurance cover- 
age in force. A third and closely related 
problem is raised by the significant num- 
ber of coverages which may be better 
classified as savings plans rather than in- 
surance. If certain of the health schemes 
merely offer a handy vehicle for budget- 
ing for expected medical expenditure, 
they probably should not be considered 
as uncertainty reduction factors. 

In summary, a fair appraisal of this 
study thus far seems to be as follows: 
while some progress has been made in 
setting forth the theoretical relationship 
between insurance and certain economic 
variables, the larger problem of develop- 
ing tests so as to estimate the significance 
of these relationships, is as yet unsolved. 
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THE EFFECTIVENESS OF RATING CLASSIFICATIONS 


Davp B. Houston 


One of the most general and important 
problems in insurance is the determina- 
tion of satisfactory criteria for distinguish- 
ing among insureds or groups of insureds. 
Rates, our laws tell us, must be “reason- 
able, adequate, and equitable.” The last 
of these is entirely dependent upon the 
recognition and isolation of characteris- 
tics which reflect real differences in the 
probability and severity of loss. To the in- 
surance executive, the effectiveness of the 
rating classifications is of paramount im- 
portance. Two very legitimate questions 
which he might ask are: “How effective 
is the present rating classification?” and 
“To what extent can effectiveness be in- 
creased by modifications in the classifica- 
tory system?” 

The purpose of this paper is to present 


a conceptual framework for the actuarial 


David B. Houston, Ph.D., A.C.A.S., is Assistant 
Professor of Insurance at the University of Cali- 
fornia at Los Angeles, During 1960, Dr. 
Houston was member of the Editorial Board of 
The Journal of Insurance. 
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aspects of the rating classification prob- 
lem and to consider certain operational 
definitions which will provide ways of 
answering the above questions. 


Effectiveness: A Theoretical 
Formulation 


Consider a very large group of insureds 
for a given line of insurance. Experience 
indicates that not all members of the 
group will suffer loss and further that 
those who do have a loss will not all have 
the same size loss. Thus it is possible to 
conceive of a claims distribution as shown 
in Figure 1 where the X axis represents 
the size of loss per insured or pure pre- 
mium and the Y axis the frequency of any 
given size loss. 

It is obvious that the claims distribu- 
tion is not single valued and, therefore, 
that there is some positive variation in 
the size of loss. It is argued that this 
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variation has two sources: (1) random- 
ness and (2) inherent hazard. A proper 
insurance scheme will be such that the 
random losses will be pooled and shared 
equally by all members of the insured 
group. On the other hand, it is generally 
agreed that losses attributable to varia- 
tions in inherent hazard should not be 
averaged over the group but rather should 
be charged to individuals in proportion 
to the inherent hazard which they con- 
tribute. Thus, when it is said that an in- 
surance system is equitable, it is implied 
that premiums are proportional to the in- 
herent hazard contributed by each in- 
sured. 


The actuarial purpose of a classifica- 
tion system is to distinguish among major 
variations in inherent hazard. Concep- 
tually, the limiting case would involve 
setting up a class for each insured. While 
this would insure complete equity, it is 
economically unfeasible. 

To develop a general definition of the 
“effectiveness” of rating classifications, 
consider a frequency or probability dis- 
tribution of inherent hazard with some 
mean () and variance (o”). In addition 
there is a classification system consisting 
of “n” classes to be applied to the group 
of insureds. Given the number of in- 
sureds in each class and the pure pre- 
miums or class relativities, the mean (, ) 
and variance (¢,?) of the classification 
system can be computed. Then, a classi- 
fication system is actuarially} effective to 
the extent that the variation among the 

1A classification system may have other ob- 
jectives such as competition, public relations, 
etc. For example, Joseph M. Muir states that 
“the rate discount for approved driver education 
is one of public relations on the part of the 
insurance industry. What limited data is avail- 
able neither proves nor disproves the theory that 
driver education among ‘youthful’ operators re- 
sults in reduced loss costs,” in “Principles and 
Practices in Connection with Classification Rat- 
ing Systems for Liability Insurance as Applied 
to Private Passenger Automobiles,” Proceedings 


of the Casualty Actuarial Society, Vol. XLIV, 
1957, pp. 34-35. 


classes, i.e., of the classification system as 
a whole, approaches the variation in the 
inherent hazard distribution. Obviously, 
if the classification system includes an 
individual class for each insured, it will be 
identical to the inherent hazard distri- 
bution and the variances will be equal 
(o? =a,”). At the other extreme, if there 
is only one class, then o.? = O, and none 
of the variation in the inherent hazard 
distribution is contained in the classifica- 
tion system.” 

In order to make this definition opera- 
tiona', two things are necessary. First, the 
nature of the inherent hazard distribution 
must be specified. Since the actual dis- 
tribution of losses is a mix of two distri- 
butions (random losses and losses result- 
ing from inherent hazard), the inherent 
hazard distribution can only be arrived at 
by imputation or working backwards. For 
this reason, it is usually specified as some 
formal type of curve, e.g., Pearson Type 
III, and its adequacy is indirectly tested.* 
Second, a statistical measure which re- 
flects “effectiveness” must be chosen. Since 
the definition above is in terms of the re- 
lationship of the variation of the inherent 
hazard distribution and the classes, it is 
reasonable to employ, in some form, the 
variance or standard deviation as a rele- 
vant statistic. 


Before turning to specific solutions and 
some of the empirical work which has 
been done in this area, it is worthwhile 
to examine certain alternative general 
definitions of effectiveness. Dropkin,* em- 
ploying a definition which is similar to 
the one formulated above, attacks the 
problem from a different angle. Essen- 
tially, his approach is to minimize the 

2If the variation in the inherent hazard dis- 
tribution is small, a one class system may be 
adequate. 

* Dropkin, Lester, “Some Considerations on 
Automobile Rating Systems Utilizing Individual 
Driving Records”, Proceedings of the Casualty 
Actuarial Society, Vol. XLVI, 1959, pp. 165-177. 

* Op. cit. pp. 168-169. 
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variation within each class thus, in effect, 
relegating all the variation to “between” 
classes. He views each class or group as 
possessing an inherent hazard distribution 
and the problem is to minimize the varia- 
tion around the mean of the class. Ideally, 
for each class the inherent hazard would 
be constant. 

Bailey and Simon define effectiveness 
as “the extent to which the plan sep- 
arates the better risks from the overall 
average.”5 This definition has the dis- 
advantage of considering only the best 
class and treating all other classes as uni- 
form. However, it has the operational ad- 
vantage of being easy to apply, and since, 
in many class plans, most of the insureds 
fall in the best class, the information lost 
through this approach may not be great. 


Effectiveness: An Operational 
Definition 

Thus far, effectiveness has been defined 
as the degree to which the variation 
among the classes approaches the varia- 
tion in the inherent hazard distribution. 
Now it is necessary to consider the na- 
ture of the inherent hazard distribution 
and a method for comparing the varia- 
tion in it with that contained in the class 
plan. 

Most work describing inherent hazard 
distributions has been confined to auto- 
mobile insurance. Both Harwayne and 
Dropkin* have shown that the Pearson 
Type III or Gamma curve is appropriate 
for describing the distribution of inherent 
probabilities of having an automobile 
accident. This distribution and its pa- 
rameters are fully discussed in Dropkin’s 
article. The Type III was arrived at by 
~ 8 Bailey, Robert A. and LeRoy J. Simon, “Two 


Studies in Automobile Ratemaking”, Proceedings 
of the Casualty Actuarial Society, Vol. XLVII, 
1960. 


® Harwayne, Frank, “Merit Rating in Private 
Passenger Automobile Liability Insurance and 
the California Driver Record Study”, Proceedings 
of the Casualty Actuarial Society, Vol. XLXI, 
1959, pp. 189-195. Dropkin, op. cit. 


a mixture of curve fitting and inference. 
First, a negative binomial curve was fitted 
to the data, i.e., number of accidents, and 
was found to give a better fit than the 
Poisson which had previously been con- 
sidered the appropriate distribution. How- 
ever, the negative binomial is actually a 
compound distribution resulting from 
combining the Pearson Type III or 
Gamma and the Poisson. This being the 
case, it may reasonably be inferred that 
the Pearson Type III is a fair representa- 
tion of the inherent hazard distribution. 
Whether or not the Type III curve is 
appropriate for other lines of insurance, 
in addition to automobile, is a question 
which is being investigated, but no re- 
sults have been published yet. 

In comparing the class plan with the in- 
herent hazard distribution, one is tempted 
simply to use the variances. However, 
since the variance of the class plan is de- 
termined by using either class relativities 
or pure premiums as the random variable, 
the results will be in different units from 
those of the inherent hazard distribution 
where the unit is the number of accidents 
or amount of loss. One method of avoid- 
ing this problem of differing units is to 
employ the coefficient of variation as the 
comparative measure. By taking the ratio 
of the standard deviation to the mean, a 
relative measure of the variation is se- 
cured which enables the desired com- 
parison to be made. In effect, the rela- 
tive variation in the classification system 
is being compared with that in inherent 
hazard. 


The major empirical study* using the 
above outlined approach, tested effec- 
tiveness of the automobile classification 
system including territorial and merit rat- 
ing breakdowns. The results showed 
among other things that: (1) the rating 
classifications, including all of the vari- 

™ Bailey, Robert A., “Any Room Left for Skim- 
ming the Cream”, Proceedings of the Casualty 
Actuarial Society, forthcoming. 
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ables, account for only 51 per cent of the 
relative variation in inherent hazard; and 
(2) the addition of merit rating adds very 
little to the effectiveness of the system. 

While this paper has been confined to 
considerations of the conceptual problem 
associated with the effectiveness of classi- 
fication systems, it should be obvious that 
the empirical studies in this area have 
substantial pragmatic value. Future work 
applying this approach, should it prove 
feasible, to other lines of insurance will 
contribute greatly to our knowledge of 
the ratemaking problem. 


Summary 
1) Variation in the occurrence and size 


of losses is the result of two factors: (1) 
randomness and (2) inherent hazard. 


2) The inherent hazard for a group of 
insureds may be described by a probabil- 
ity or frequency distribution with some 
defined mean and variance. 


3) A classification system is effective to 
the extent that the variation in it ap- 
proaches the variation in the inherent 
hazard distribution. 


4) The coefficient of variation is a 
simple and useful method for comparing 
the variation among the classes with the 
variation in the inherent hazard distribu- 
tion. 











OASI STATISTICS 
A PROGRAM FOR INSURANCE INDUSTRY 
EMPLOYMENT RESEARCH* 


Part Ill 


THEODORE BAKERMAN 


Although the first two parts of this 
series of articles showed some of the use- 
ful sorts of analyses that can be under- 
taken by using the published data of the 
Bureau of Old-Age and Survivors Insur- 
ance, a potential for the development of 
much more useful information lies in the 
unpublished raw data of the Bureau 
which must be collected as part of its 
normal operations. 

Part I of the series, dealing with wages 
in the insurance industry showed them 
to be in an extremely favorable position 
insofar as male four-quarter workers are 
concerned. These findings are borne out 
by the additional analysis that appears in 
the appendix to this paper. Part II treated 
employment mobility. Therein the magni- 


Theodore Bakerman, Ph.D., is Director of the 
Bureau of Research and Associate Professor in 
Duquesne University. An Assistant Editor of 
the Journal of Insurance, Dr. Bakerman has au- 
thored many articles which have appeared in 
this Journal. Several of his monographs have 
been published by Duquesne University. Dr. 
Bakerman is Chairman of the AAUTI Insurance 
Statistics Committee. 

* This study was carried out under an Insur- 
ance Research Award granted by the American 
Association of University Teachers of Insurance. 
The writer is indebted to the following personnel 
of the U.S. Bureau of Old-Age and Survivors 
Insurance for extensive cooperation in supplying 
him with information: Victor Christgau, Director, 
Alvin M. David, Assistant Director, Benjamin J. 
Mandel, formerly Chief Statistics Division, and 
Mrs. Rena Berman, Survey Statistician. 

Parts I and II of the study appeared in the 
March and September 1960 issues of The Journal 
of Insurance. 


tude of the problem was shown by year 
for the period from 1945 to 1955, with sex 
breakouts of the interchange with other 
covered industries for the period from 
1945 to 1953. 

Whether the unpublished data of the 
Bureau can be made available for analy- 
sis outside of that agency is still a moot 
point. However, the same purposes could 
be achieved by analysis by the Bureau 
itself, with the results being made avail- 
able. In either case, the work would re- 
quire funds of a magnitude that is as yet 
undetermined. Charges by a governmen- 
tal agency for work which is undertaken 
to benefit a particular industry and which 
is beyond the normal scope of operations, 
are completely justified. If the data are 
made available for outside analysis, the 
work of providing it would involve costs 
for the agency and, of course, additional 
funds would then be necessary to conduct 
the additional work that would be re- 
quired. Another possibility is that the 
raw data could not be made available to 
outside parties, and that the manpower 
situation in the Bureau, or other consider- 
ations, might prevent the work from being 
conducted at all. 

The most feasible approach, as well as 
the one that would probably yield results 
that would be most applicable on a cur- 
rent basis, would build a body of labor 
force information about long and inter- 
mediate, as well as short periods. The in- 
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formation concerning long and intermedi- 
ate periods would be slow in developing, 
and would depend on annual accretions 
of data. There are an extremely large 
number of possible analyses that might 
be made and an attempt to give a com- 
plete listing would be pointless. Experi- 
mentation to determine which lines of in- 
vestigation yielded useful results, with 
consequent additions and discards, would 
be necessary for a going program. 

The following are a few of the types of 
studies that could be attempted. From 
even this limited listing, many possibili- 
ties for additional cross-tabulations will 
be readily apparent: 


(1) Dispersion of earnings in intervals 
above $8,400. (At present, there is a 
breakout of the class $8,400 and over.) 

(2) Earnings by geographic area. 

(3) Earnings by age, race and sex. 

(4) Earnings patterns by industry of 
previous attachment and industry of sub- 
sequent attachment. 

(5) Patterns of individual progression 
in earnings. 

(6) Earnings in the component parts 
of the insurance carrier and insurance 
agents, brokers and services industries. 

(7) Movement of personnel from one 
segment of the insurance industry to an- 
other. 

(8) Determination of the other indus- 
tries from which persons are attracted to 
the insurance industry. 

(9) Determination of the industries 
which attract those who leave the insur- 
ance industry. 

(10) Differences in mobility in the 
component parts of the insurance carrier 
and insurance agents, brokers and serv- 
ices industries. 

As a beginning point, price requests 
have been made of the Bureau of Old- 
Age and Survivors Insurance for the fol- 
lowing sets of basic data: 


(1) A duplicate set of the 1.0 per cent 


Annual Employee-Employer Record cards 
for SIC 63 Insurance Carriers for 1957. 

(2) A duplicate set of the 1.0 per cent 
Annual Employee-Employer Record cards 
for SIC 64 Insurance Agents, Brokers and 
Service for 1957. 

(3) A duplicate set of the 1.0 per cent 
Annual Self-employed cards for SIC 64 
Insurance Agents, Brokers and Service 
for 1957. 

(4) A duplicate set for 1958 of the rec- 
ord cards of all of those included in 1, 2 
and 3 in 1957. 

(5) Deaths, disability and retirement 
information on those included in 1, 2 and 
3 whose accounts are inactive in 1958. 

(6) A duplicate set of the 1.0 per cent 
Annual Employee-Employer Record cards 
for SIC 63 Insurance Carriers for 1958 of 
those in this sample not employed in SIC 
63 in 1957. 

(7) A duplicate set of the 1.0 per cent 
Annual Employee-Employer Record cards 
for SIC 64 Insurance Agents, Brokers and 
Service for 1958 of those in this sample 
who were not employed in SIC 64 in 
1957. 

(8) A duplicate set of the 1.0 per cent 
Annual Self-employed cards for SIC 64 
Insurance Agents, Brokers, and Service 
for 1958 of those in this sample who were 
not self-employed in SIC 64 for 1957. 

(9) A duplicate set for 1957 of the rec- 
ord cards of all of those included in 6, 7 
and 8 in 1958. 


The years that have been selected for 
a start, 1957 and 1958, are picked with 
relation to the current timing of the Bu- 
reau of Old-Age and Survivors Insurance. 
Although the primary interest of the 
writer is in the insurance industry, it is 
apparent that the same procedure could 
be used for the development of labor 
force studies of other industries. 

In the event that the proposed study 
actually is undertaken, then it might be 
well to attempt to ascertain the basis for 
classification of persons by reporting firms 
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in the insurance carrier or insurance 
agents, brokers and service industry. As 
mentioned previously, it can be seen that 
a large number who are commonly 
thought of as being in the latter industry 


are reported in the former one. Some 
basis for standardization should be 
sought, for the purpose of making the 
data more meaningful. 


Appendix A 
Earnings in the Insurance Industry, 1955 


At the present writing (1960), 1955 is 
the latest year for which earnings data 
of the type presented here are available 
from the Bureau of Old-Age and Surviv- 
ors Insurance. These data are those for 
male wage and salary workers who had 
earnings in all four quarters of the year. 
This eliminates the downward pull from 
many, but not all, of those who enter or 
leave an industry during the course of the 
year. It takes into account regularity of 
employment, as well as wage rates. 

Data are given for both parts of the in- 
surance industry, insurance carriers on 
the one hand and insurance agents, brok- 
ers and. services on the other hand, ac- 
cording to Standard Industrial Classifica- 
tion. In 1955, there were 74,300 self-em- 
ployed in the agents, brokers and services 
industry, exclusive of 20,000 who were 
both self-employed and wage or salary 
workers in the industry. In addition, there 
were, apparently, quite a few agents 
classified in the insurance carrier indus- 
try. This should be kept in mind in any 
interprétation of the data. 

Estimated median annual wages of 
male wage and salary workers with wages 
in four quarters in selected industries in 
1955, are shown in Table 1. The estimates 
are made by the Bureau of Old-Age and 
Survivors Insurance. The basis for the in- 
clusion of industries in this table is that 
the median annual wage in 1955 is equal 
to or exceeds that figure for either the 
insurance carrier industry or the insur- 
ance agents, brokers and services in- 
dustry. Altogether, data for the two 
insurance industries and thirteen other 
industries appear in Table 1. 


The median annual wage for the insur- 
ance carrier industry in 1955 was $5,200. 
This total is exceeded by the median in 
eight industries. These are holding and 
other investment companies, security and 
commodity brokers, telecommunications, 
radio broadcasting, and television, miscel- 
laneous services, pipe line transportation, 
printing, publishing and allied indus- 
tries, and products of petroleum and coal. 

The median annual wage for the insur- 
ance agents, brokers and services indus- 
try was $5,000. This is exceeded by all of 
the industries mentioned, and in addition 
by the rubber products industry. It is 
equalled by four other industries, these 
being crude petroleum and natural gas, 
transportation equipment, instruments 
and related products and transportation 
by air. 

In Table 1, the number of male wage 
and salary workers with earnings in four 
quarters of 1955 are given for each in- 
dustry. These figures are each taken as a 
proportion of all such male workers in 
the country coming within the old-age 
and survivors insurance system in that 
year. It shows that the insurance carrier 
industry ranks within the top six per cent 
of industries in the United States in me- 
dian wages. Because of the fact that 
median wages in the insurance agents, 
brokers and services industry are the same 
as those in a number of other industries, 
it can be said that this insurance industry 
ranks in the interval between the upper 
seventh and fourteenth percentiles of 
American industry, according to the 1955 
data. 

Table 2 shows the number of male 





Median 

Industry Wage 

United States total $4,184 
Holding and other investment cos. 7,000 
Security and commodity brokers 5,700 


Telecommunications; Radio broad- 
casting and television, miscellaneous 
services 5 

Pipe line transportation 5 

Printing, publishing and allied indus- 
tries; Products of petroleum and coal 5 

Insurance carriers 5 

Rubber products 5 

Crude petroleum and natural gas; 
Transportation equipment; Instru- 
ments and rel. products; Transpor- 
tation by air 

Insurance agents, brokers and services 


wage and salary workers in specific in- 
dustries who had earnings in four quar- 
ters of 1955 coming within four different 
wage intervals, each taken as a percent- 
age of the total number of four-quarter 
wage and salary workers in each of these 
industries. The earnings intervals are 
$4,200 and over, $4,200 to $5,599, $5,599 
to $8,399, and $8,400 and over. All of 
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TABLE 1 


PERCENTAGE STANDING oF SELECTED INDUSTRIES BY MEDIAN WaGE oF MALE 
Four-QuarTER Wace anp SaLtary Workers, 1955 





Male 


Four-Quarter Per Cent of U.S. Total 
Wage and 
Salary Per Cent With With 
Workers of U.S. Lower Higher 
(Thousands) Total Median Median 
25 ,658 100.00 — —_ 
9 .03 99.97 0.00 
45 18 99.79 .03 
412 1.61 98.18 .21 
19 .08 98.10 1.82 
672 2.62 95.48 1.90 
319 1.24 94.24 4.52 
171 .67 93.57 5.76 
1,807 7.04 86 .30 6.43 
58 .23 


those industries that appear in Table 1 
are included in Table 2. In addition, all 
industries are included that had a higher 
proportion than either of the insurance 
industries in the $8,400 and over class, 
irrespective of the median wage in these 
industries. This results in the addition of 
the following industries: wholesale trade 
except merchant wholesalers; combina- 


TABLE 2 


Per Cent or Att Mate Four-QuarTer WaGeE AND SaLary WoRKERS, BY ANNUAL 
Earnines INTERVALS, $4,200 anp Over, By INpustry, 1955 


Industry 


United States total 

Crude petroleum and natural gas 
Printing, publishing and allied industries 
Products of petroleum and coal 

Rubber products 


Transportation equipment 
Instruments and related products 
Transportation by air 

Pipe line transportation 
Telecommunications 


Wholesale trade ex-merchant wholesalers 
Security and commodity brokers etc. 
Insurance carriers 

Insurance agents, brokers and services 


Combination of real estate, insurance, loans and law 


Boling and other investment companies 

Radio broadcasting and television 
services 

Miscellaneous services 





Per Cent in Annual Earnings Interval 
200 wy $5,600- $8,400 


= 


and Over 5,699 8,399 and Over 
51.7 28.6 17.6 5.5 
73.1 40.2 25.3 7.6 
70.4 25.7 33.4 11.4 
84.2 44.7 31.0 8.6 
74.5 39.1 30.4 4.9 
75.5 42.4 27.4 5.7 
70.0 36.1 25.2 8.6 
71.1 35.8 20.6 14.6 
94.3 52.6 37.1 4.6 
75.6 26.1 41.1 8.3 
63.6 29.4 21.5 12.7 
71.1 19.9 18.8 32.5 
71.0 28.7 29.7 12.6 
66 .4 26.3 21.5 17.6 
57.2 18.3 21.0 17.9 
78.7 16.9 20.2 41.6 
73.6 24.0 26.9 22.7 
58.6 21.2 22.1 15.3 
74.3 24.7 35.7 13.8 
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tions of real estate, insurance, loans and 
law; and legal services. 

Although the insurance carrier industry 
ranked higher than the insurance agents, 
brokers and services industry in median 
wages, the situation is reversed in the 
proportion of those in the $8,400 and over 
class. Obviously, the dispersion of wages 
above the median is greater, in the case 
of the agents and services industry. While 
17.6 per cent of the male four-quarter 
wage and salary workers in the agents, 
brokers and services industry are in the 
$8,400 and over class, only 12.6 per cent 
of those employed by insurance carriers 
fall in this category. If the self-employed 
are added to four-quarter wage and sal- 
ary workers in the insurance agents, brok- 
ers and services industry, then the pro- 
portion of all in the $4,200 and over class 
falls to 57.7 per cent from 65.4 per cent. 
However, the proportion in the $8,400 
and over class rises from 17.6 per cent to 
20.8 per cent. 

Both insurance industries rank very 
high among all in the proportions in the 
$8,400 and over class. The insurance 
agents, brokers and services industry is 
topped by only four others. These are 
holding and other investment companies, 
security and commodity brokers, radio 


broadcasting and television, and combina- 
tions of real estate, insurance, loans and 
law. Coming ahead of the insurance car- 
rier industry are these, as well as legal 
services, transportation by air, miscel- 
laneous services, and wholesale trade ex- 
cept merchant wholesalers. 

Using the same weighting system that 
was applied in the case of median wages, 
the insurance agents, brokers and serv- 
ices industry falls within the top one per 
cent of American industry in proportion 
of male four-quarter wage and salary 
workers in the $8,400 and over class. The 
insurance carrier industry falls within the 
top 4.0 to 5.2 per cent as shown in 
Table 3. 

The evidence that the insurance indus- 
tries offer very good opportunies for 
advancement, derived earlier from the 
data for 1953 and 1954, are very much 
strengthened by the present findings. As 
data for later years become available, 
they should be watched to see if the lead- 
ing position of insurance is maintained. 
If the findings for the years from 1953 to 
1955 are borne out, then it should be- 
come increasingly difficult to maintain the 
myth that insurance is a low-paying in- 


dustry. 


TABLE 3 


PERCENTAGE STANDING OF SELECTED INDUSTRIES BY PROPORTION OF MALE Four-QUARTER 
Wace anp SaLary WoRKERS IN THE $8,400 anp Over Earnines C1iass, 1955 


Per Cent of U. 8. Total 
With Lower With Higher 


Male Four. Per Cent Proportionin Proportion in 
Wage and ry of U.S. $8,400 and $8,400 and 
Industry Workers (Thous.) Total Over Class Over Class 
United States total 25 ,658 100.00 — — 
Holding and other investment cos. 9 .03 99.97 0.00 
ay and commodity brokers 45 .18 99.79 .03 
Radio broadcasting and television 46 .18 99.61 .21 
Combination of real estate, in- 
surance, loans and law 23 09 99.52 .39 
Insurance agents, brokers and services 58 23 99.29 .48 
services 22 09 99.20 71 
Transportation by air 87 34 98.86 .80 
Mi eous services 116 45 98.41 1.14 
Wholesale trade ex-merchant 
wholesalers 610 2.38 96 .03 1.59 
Insurance carriers 819 1.24 94.79 3.97 











SELF-INSURING THE WORKMEN'S COMPENSATION 


A CASE STUDY 


James L. ATHEARN 


The Montana workmen’s compensation 
law provides that the employer has three 
alternatives for assuring proper payment 
to and for employees who are disabled as 
a result of industrial injury or disease. 
These alternatives are: (1) imsurance 
through the state fund, (2) insurance 
with a private insurance company, and 
(3) self-insurance. Although less than 
one per cent of the firms in Montana 
which are subject to the workmen’s com- 
pensation law are self-insured, they ac- 
count for over 17 per cent of claims for 
benefits, and more than 18 per cent of 
the compensation paid.? 

From the employer’s point of view, 
there are two elements to be considered 
in comparing the alternative methods of 
assuring benefit payments. One element 
is cost and the other is service, the latter 
being concerned with loss prevention and 
claim payment. Over the long pull, a 
firm of fairly good size will pay its own 
loss costs plus whatever it costs to ad- 
minister the plan. Because both loss pre- 
vention and claim settlement practices 
can influence loss costs, however, the vari- 
ous alternative methods listed above will 
not necessarily result in the same loss- 
costs over the long-run. Furthermore, 
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there may very easily be variations in ad- 
ministrative costs among the various sys- 
tems, as well as variations in the cost of 
what may be called “the inescapable mini- 
mum insurance costs.” 

The lumbering manufacturing firm 
which is the subject of this case study, 
started from scratch in 1944 and now has 
sales of around $5,000,000 per year and a 
payroll of about $2,000,000. Until three 
years ago, the workmen’s compensation 
risk was insured through private insur- 
ance companies. These companies paid all 
claims and claims expense and provided 
inspection and loss prevention services. 

Beginning in the fall of 1957, the work- 
men’s compensation risk was self-insured. 
Arrangements were made, however, to in- 
sure two aspects of the risk. One policy, 
secured from Lloyd’s, gave aggregate loss 
protection. It provided that whenever 
losses paid by the insured during a policy 
year exceeded 75 per cent of “normal pre- 
mium,” the insurer would pay the balance 
of all losses and loss expenses during that 
policy year. “Normal premium” was de- 
fined as the premium which would be 
generated during the year by applying 
various classification rates to the payroll. 
For some classes, the rate to be applied 
was that charged by the state compen- 
sation fund or a modification thereof. In 
others, it was the rate charged by private 
insurers. 


In addition to the aggregate protec- 
tion, there were two layers of specific 
excess coverage. One layer provided that 
the insurer would pay up to $15,000 over 
$10,000 for any one disaster. This means 
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that when claims attributable to one acci- 
dent or occurrence exceed $10,000, the in- 
surer will pay $15,000 of the amount by 
which such claims exceed $10,000. On 
top of this, there was an excess of $85,000 
over $25,000 for one disaster. Thus, the 
two layers of specific excess provided 
coverages of $100,000 over $10,000 for any 
one accident. 

Premium for the aggregate coverage 
was 25 per cent of “normal premium” and 
premium for the two layers of specific 
excess was 10 per cent of “normal pre- 
mium.” In addition to the stop-loss cover- 
age provided by the aggregate policy, it 
also provided claim adjustment and loss 
prevention and inspection service. Thus, 
the premium payment covered every- 
thing except the cost of losses up to those 
covered by the specific excess and stop- 
loss aggregate. The aggregate policy re- 
quired that a specified adjustment service 
company acceptable to underwriters at 
Lloyd’s, handle loss payments. 

The mechanics of the operation are as 
follows: The insured places funds in a 
separate bank account upon which the 
adjuster draws checks to pay claims. For 
control purposes, these drafts are counter- 
signed by an officer of the insured. When 
an employee is injured, the employer ar- 
ranges for hospital and medical care, fills 
out the necessary reports, and sends them 
to the office of the adjuster. The adjuster, 
in turn, pays hospital and medical bills 
and also sends weekly benefit payments 
to the disabled employee. When a claim 
is resisted, a hearing may be held by the 
Industrial Accident Board. In such cases, 
both the employee and the employer may 
be represented by counsel. When this oc- 
curs, the adjustment service passes the 
cost of the attorney along to the employer. 

One of the sales features of this plan is 
made possible by referring to the total 
amount which the employer might con- 
ceivably pay in the form of losses in one 
policy year (i.e., 75 per cent of “normal 








premium” ) as the “loss-paying fund.” Ac- 
tually, losses are paid from the bank 
account set up by the employer, but all 
references by representatives of the ad- 
justment firm and the insurer are to the 
“loss-paying fund.” One result of this is 
that charges are not made to the em- 
ployer, but to the “loss-paying fund.” 
Moreover, when the policy year comes to 
an end and the losses and other charges 
against the employer have totalled less 
than 75 per cent of “normal premium,” 
the difference is referred to by these rep- 
resentatives as the “profit from the plan.” 
Among other charges made against the 
“loss-paying fund” is that for the specific 
excess premium. In spite of the fact that 
the checks that are drawn must be paid 
with money which the insured deposits 
in the workmen’s compensation fund bank 
account, one agent of the insurer was 
heard to remark that the “specific excess 
insurance really didn’t cost anything be- 
cause the premium came out of the loss- 
paying fund.” This would be correct, of 
course, only to the extent that losses and 
expenses for which an additional charge 
was made exceeded 75 per cent of “nor- 
mal premium.” 

Several questions concerning this self- 
insurance program are important to the 
employer: (1) Does the insurance cost 
too much? (2) Does the adjustment serv- 
ice cost too much? (3) Is the adjustment 
service satisfactory? (4) Is the loss pre- 
vention service effective? 

The “normal premium” for this em- 
ployer is around $100,000 per year. Thus, 
the insurance and adjustment cost is about 
$35,000 annually. In three years of opera- 
tion, no claims or portions of claims were 
paid by the insurer. That is, neither the 
stop-loss aggregate nor the specific excess 
insurers have paid to, or on behalf of, the 
insured. However, since the adjustment 
service fee is paid for out of the stop-loss 
premium by the agency (or broker) 
through which the stop-loss coverage is 
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written, not all of the $35,000 paid for 
insurance coverage has been for insurance 
protection. It is difficult to determine 
how much is paid to the adjuster, but 
ten per cent of “normal premium” is an 
estimate which many insurance agents 
and brokers agree upon. In this case, 
then, the employer may be said to be pay- 
ing $10,000 per year for adjustment serv- 
ice (including inspection and loss pre- 
vention ) and $25,000 per year for specific 
excess and stop-loss insurance. In addi- 
tion, the insured pays attorney’s fees 
whenever it is necessary to hire one in 
connection with a hearing before the In- 
dustrial Accident Board. This costs less 
than $1,000 per year. 

The largest single loss in the past three 
years was under $5,000. In Montana, 
however, a death claim can run as high 
as $22,000. Annual total losses have not 
exceeded $40,000. The specific excess in- 
surance pays only in excess of $10,000 
per occurrence. Since the insured pays all 
his normal losses plus the first $10,000 
caused by a disaster, total annual losses 
would be up to $50,000 ($40,000 regular 
and $10,000 of the occurrence) before the 
insurer began to pay on the specific ex- 
cess. This means, then, that the specific 
excess protects the employer only from 
$50,000 to $75,000, because the stop-loss 
aggregate would begin to pay when total 
losses for the year reached $75,000. Thus, 
the insured is paying $10,000 per year 
premium for what amounts to $25,000 of 
protection. Note that he has a layer of 
$75,000 specific excess which overlaps the 
stop-loss aggregate. If he dispensed with 
the specific excess coverage and held the 
$10,000 premium in reserve for the con- 
tingency it covers, he could suffer a net 
loss of not in excess of $15,000. With a 
$2,000,000 annual payroll, this does not 
seem to be too large a risk for the em- 
ployer to assume. It is therefore reason- 
able to recommend that the specific ex- 
cess coverage be eliminated. 


Providing the insured with coverage 
that overlaps is just as profitable as sell- 
ing him one layer that does not overlap, 
at a higher premium—and it is easier. So, 
brokers found it impossible to secure the 
stop-loss aggregate without placing spe- 
cific excess with it. 

The next alternative was to see if the 
aggregate could be placed at a lower pre- 
mium charge. The agent handling the ac- 
count indicated that this could not be 
done, so contacts were made with other 
agents. This, in turn, led the first agent 
to make a quotation of 20 per cent for the 
aggregate and 10 per cent for both layers 
of the specific excess, or a total of 30 per 
cent instead of the original 35 per cent. 

Later, a small company which insures 
other lumber manufacturing workmen’s 
compensation risks, quoted a rate of 20 
per cent for the stop-loss aggregate with- 
out requiring the specific excess and re- 
duced the class rates used for calculation 
of the “normal premium” by 15 per cent. 
This reduced the “normal premium” to 
$85,000 and the premium for stop-loss 
insurance to $17,000. The latter figure in- 
cludes adjustment and inspection service. 
Reducing the “normal premium” also re- 
duces the absolute figure at which the 
stop-loss insurer will start paying losses, 
from $75,000 down to $63,750. Because 
the insured’s normal losses are $40,000, 
this means that his possible additional 
loss in any one year is $23,750 instead of 
$35,000 which it would be if the “normal 
premium” were $100,000. It would ap- 
pear that, this being the case, it would be 
waseful to buy specific excess over $10,- 
000 for any one disaster, because such 
insurance would be protecting only 
$13,750. If the premium for such cover- 
age were 10 per cent, as is apparently 
usually the case, the insured would pay 
$8,500 to protect himself against a maxi- 
mum loss of $13,750. 

Another approach to the protection of 
the self-insured workmen’s compensation 
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plan is to carry specific excess instead 
of stop-loss aggregate. This reduces the 
premium substantially, but not all the re- 
duction can be called a saving as the 
insured must provide his own claim pay- 
ment and inspection service. The theory 
of those who choose specific excess alone, 
as opposed to stop-loss aggregate alone, 
is that any large increase in losses during 
a year will be a result of disastrous occur- 
rences rather than an increase in fre- 
quency. If this is correct, the specific 
excess coverage would pay for a consider- 
able portion of such disastrous occur- 
rences. It is assumed that undesirable 
trends in frequency can be controlled by 
management. Two lumber manufacturing 
companies in the same area as that which 
was the subject of this study, use this 
system. The premium paid is based on a 
flat rate per $100 of payroll rather than 
the use of class rates to determine a “nor- 
mal premium” which, in turn, becomes the 
basis for the premium. One large firm 
pays a rate of 14%, cents per $100 of pay- 
roll for specific excess of $300,000 over 
$25,000. A considerably smaller firm pays 
a rate of 62 cents per $100 of payroll for 
three layers of specific excess which pro- 
vide $1,100,000 over $20,000. It is ex- 
tremely difficult to compare these cover- 
ages and costs, however, because the 
small firm with the higher rate does not 
have any logging activity (a very high 
rated classification) while the large firm 
with the low rate does. On that basis, one 
would expect the rates to be the reverse 
of what they are. On the other hand, 
the protection provided for the small firm 
is considerably greater than that for the 
large firm. 

When a self-insurer handles claims and 
loss-prevention, and the premium for ex- 
cess coverage is calculated on a single 
flat-rate basis, bargaining is concerned 
only with the rate for any given level of 
coverage. On the other hand, when the 


insurer provides claims and loss-preven- 
tion service, and premiums are calculated 
as a percentage of “normal premium” 
which, in turn, is calculated on the basis 
of class rates applied to various job classi- 
fications, there are numerous variables 
involved in evaluating a program and ne- 
gotiating with the agent or broker. 

In connection with payment of losses, 
the question of how much of the work 
is actually done by the employer arises. 
A second question is the extent to which 
loss-paying practices reduce or increase 
total costs. Loss-prevention activities car- 
ried on by the adjustment service organi- 
zation may be effective or merely token. 

Premium costs are affected by the class 
rates applied to the various classes of the 
payroll. These rates are affected by bar- 
gaining and this is influenced by the ex- 
perience of the risk and workmen’s com- 
pensation experience of Lloyd’s in the 
state generally. Classification itself is a 
matter of bargaining. Is there a special 
class and rate for executives? Are their 
bonuses part of the payroll base? These 
two questions are not important if the 
executive is classed as a clerk (.06 per 
$100) but extremely significant if he is 
put in the logging class ($14.00 per $100). 


Summary 

Workmen’s compensation self-insurers 
must: (1) pay benefits, (2) keep costs 
down, and (3) arrange protection for 
losses they cannot bear. Number (1) is 
required by law and (2) and (3) are 
economic necessities. Cost is influenced 
by the premium paid for protection, the 
manner in which claims are handled, and 
the frequency and severity of injuries. 
This project has been primarily concerned 
with the nature and cost of protection. It 
will be expanded to include the manner 
in which claims are handled and the fre- 
quency and severity of injuries. 











TOOLS FOR RECRUITING COLLEGE MEN FOR 
LIFE INSURANCE 


Burt M. ABEL 


Numerous research reports, trade mag- 
azines, and industry spokesmen indicate 
that there is an extremely high degree of 
turnover or terminations among life in- 
surance agents. Some studies show a first 
year termination ratio of 60 per cent, with 
ratios running as high as 75 per cent for 
second year new agents. Research indi- 
cates that recruits who find the life in- 
surance sales career more difficult than 
they had anticipated, are typically those 
first to terminate. This suggests that the 
new recruit, given sufficient indoctrina- 
tion, will tend to be more successful than 
his untutored competitor. This report ex- 
amines some of the indoctrination tech- 
niques which have reduced agent turn- 
over. 

Pre-contract training is simply an in- 
doctrination period of from 3 to 6 weeks, 
in which the prospective agent practices 
sales talks, observes field operations, per- 
forms policyholder services, and in addi- 
tion, studies life insurance principles, and 
attitude building materials. During this 
period, supervisory personnel are afforded 
the opportunity both to train the recruit 
and to observe his adaptability to the life 
insurance industry. Conversely, the re- 
cruit has the opportunity to “see for him- 
self” the nature of the life insurance pro- 
fession without committment (i.e., re- 
signing his present job). A Life Insurance 
Agency Management Association report 
published in 1957 indicated that the tech- 
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nique of pre-contract training can cut 
first year terminations. 

The following table, taken from this 
report, indicates the percentages of sur- 
vival for all agents hired by the Massa- 
chusetts Mutual Life Insurance Company 
in the first half of 1955 and surviving one 
and two years. These data are compared 
with a sampling of 15 other large life in- 
surance companies in the U.S. These, in 
turn, are compared with the survival rates 
of inexperienced financed agents hired by 
the same company during 1958 and the 
following two years. These data are con- 
trasted with a sample from industry for 
one year survival. 


New Agents’ Survival Rates 


1955 
ALL-AGENTS 
Mass. Mutual Industry 
Ist Yr. 50% 41% 
2nd Yr. 34% 24% 
1958 
ALL-AGENTS 
_ Mass. Mutual Industry 
Ist Yr. 58.2% 39.2% 
1958 
INEXPERIENCED AGENTS 
Mass. Mutual Industry 
Ist Yr. 53.7% 35% 
2nd Yr. 32.5% ~~ 


The results indicate that pre-contract 
training has brought survival rates well 
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above those of experienced agents in the 
industry. The average production from 
these one year survivors was $363,300 for 
the inexperienced financed agents, while 
average production for the same group in 
the industry sample was $290,000. 

On the basis of this investigation, L.I. 
A.M.A. examined the extent of pre-con- 
tract plans. One hundred and forty eight 
insurers reported some activity in this 
area. Approximately 100 of these com- 
panies indicated that 35 per cent of their 
managers were engaged in pre-contract 
training, the majority of whom had de- 
veloped formalized “curricula” which 
may be categorized as follows: CLASS I, 
Life insurance principles, attitude build- 
ing materials, preparation of prospect 
lists, studying prospect and sales talks, 
learning work habits; CLASS II, Deliver- 
ing prospecting and sales talks in the 
field, observing sales interviews, perform- 
ing policyholder services. 

Unfortunately, although a majority in- 
dicated that all agents were required to 
perform the duties in the Class I category, 
satisfactory completion of pre-contract 
training was required by ouly one-third 
of the managers as a prerequisite to ob- 
taining a contract. 

One of the most important develop- 
ments in the insurance industry since 
1950 has been the rapid increase in the 
practice of financing new agents. The 
high cost of quality recruiting has stimu- 
lated the joint financing of new men by 
the company and the general agent. Of 
all the inexperienced agents contracted in 
1958, 80 per cent were initially financed 
under company plans which involved 
some form of salary guarantee. 

Typically, these arrangements include 
monthly salary guarantees ranging to 
$500, up to 36 months, with the stipula- 
tion that certain first year and renewal 
commissions must be earned. Should the 
new agent terminate before completion 
of financing and leave the company, any 


deficit owed the company is generally for- 
given; earned commissions and renewals 
are forfeited. 

A third and less prominent tool for re- 
cruiting young men (particularly college 
graduates ) is the so-called internship pro- 
gram, the purpose of which is to familiar- 
ize college seniors (preferably those 
majoring in insurance) with the opera- 
tions and procedures of a life insurance 
agency or company. During the senior 
year, the student “learns the job,” com- 
pletes pre-contract training, and secures 
his license. The student should be care- 
fully chosen by faculty and coordinating 
industry committees, tested thoroughly, 
and required to have superior grades. 
Satisfying these requirements, the “in- 
tern” will be allowed to work. His pro- 
gram could include filling in applications, 
reading inspection reports, engaging in 
policyholder services, and in general pur- 
suing most of the activities in the pre- 
contract indoctrination course. Experi- 
ence in programming a prospect's insur- 
ance needs and a thorough indoctrination 
in prospecting for clients would also be 
typical procedure of training. 

In addition to these relatively formal- 
ized programs, some companies have 
summer work programs for college stu- 
dents, as well as administrative arrange- 
ments whereby promising young college 
men can secure their future in the insur- 
ance industry despite pending military 
obligations. 

Although there are some doubts as to 
the effectiveness of these programs for 
agent training, a large number of com- 
panies view them as valuable selection 
tools. With proper use, they can reduce 
agency turnover and in addition serve as 
inducements to recent college graduates 
to enter, or examine, the life insurance 
industry. Future cooperation between in- 
surance teachers and industry can be of 
valuable assistance to these programs. 











ACCIDENT PRONENESS AND THE 
UNINSURED MOTORIST 


Haroitp C. Krocu 


The purpose of this research study is to 
bring before leaders in the business and 
teachers identified with courses in risk 
management and insurance, some obser- 
vations relating to the psychological fac- 
tors connected with accident proneness. 

The premise is adopted that positive 
measures can be taken for automobile 
accident prevention. The insurance indus- 
try must avail itself of the increasing 
knowledge, derived from research in 
psychiatry and psychology, of mental and 
emotional factors identified with automo- 
bile accidents. 

‘More thorough insurance company 
planning could lead to the inculcation of 
individuals and business firms with the 
need to recognize symptoms of accident- 
proneness, providing positive steps to 
arrest or prevent unnecessary injuries, and 
to alleviate the financial consequences of 
such injuries. Stated in a somewhat paral- 
lel manner, additional attention must now 
be given by personnel in the insurance 
industry to constructive planning which 
recognizes individual differences and to 
placing the results of this coordinated 
planning effectively before insurance 
clients. Thereby it is surmised that acci- 
dent-proneness may be counteracted in 
order that human life values may be con- 
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served and a more scientific risk treatment 
of insurance may be consummated. 

Accident-proneness has import for the 
insurance industry in many ways. It is 
significant to insurance as it is related to 
workmen’s compensation as well as gen- 
eral and personal liability coverages. The 
current study focuses upon the psycho- 
logical factors of automobile and traffic 
accidents and, additionally, gives atten- 
tion to identifiable factors characteristic 
of both the uninsurable and financially 
irresponsible motorist. In its initial stages 
the study has been concerned with assimi- 
lation of information and knowledge de- 
rived from existing literature, recent 
research findings and current case studies 
pertaining to automobile vehicular acci- 
dents. The opinion is held that utilization 
of studies reported from professional jour- 
nals and the few available books on the 
subject matter within the fields of psy- 
chiatry and psychology can contribute to 
insurance company implementation of 
managerial decisions stemming from an 
organization’s own case experiences and 
findings. This may be identified as “re- 
search by transference” and, although not 
categorized as basic research, it may 
nevertheless produce significant results. 
One result might be alertness, much more 
extensive and careful attention to the 
ways in which such knowledge may be 
adapted successfully to risk management 
and loss prevention techniques within 
industrial firms and other types of organi- 
zations. 

A later stage of the project requires 
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examination of case situations. The impe- 
tus for this portion of the study will be 
based upon the availability of basic data 
from one or more State Motor Vehicular 
Safety Departments. 

Interest in engaging in the study arose 
during the research stages of a Kansas 
Chapter C.P.C.U. project, “Psychological 
Factors Affecting Industrial Accidents.” 
The nature of the study challenges the 
professor of insurance to employ his aca- 
demic training and experience to the com- 
prehension of a complex area of risk 
management.” 

In the field of practical safety and pre- 
vention, it has been customary to define 
the term “accident” as a suddenly oc- 
curring unplanned, unintentional event 
which leads to personal injury or prop- 
erty damage. A more useful definition for 
purposes of the current study is: 


“an accident, with or without injury, a 
morbid phenomenon resulting from the 
integration of a dynamic variable constella- 
tion of forces and occurs as a sudden, un- 
planned and uncontrolled event.” # 


Traditionally, accident proneness has 
been labeled as inherent, and persons 
placed in such a category acquire a stig- 
matization. Analysis by some psychia- 
trists has led to the view that accidents 
are subconsciously purposeful acts which 


1The Annals, Society of C.P.C.U., January, 
1960. 
2 Research of this type should enable a pro- 
fessor of insurance to obtain a fund of knowledge 
and understanding which can be particularly 
utilized in an analytical approach to teaching 
courses in risk management and insurance, rather 
than restricting the scope of such courses to 
legalistic treatment of policy coverages and de- 
scription of insurance institutions. See the perti- 
nent discussion: A. M. Weimer, “Place of In- 
surance in the College Curriculum,” The Journal 
of Insurance, Vol. 28, No. 3 (September, 1960), 
pp. 67-68; E. A. Gaumnitz, “Place of Insurance 
in the College Curriculum,” The Journal of In- 
surance, Vol. 28, No. 4 (December, 1960), pp. 
113-114. 

* Morris S. Schulzinger, The Accident Syn- 
one (Springfield: Charles C Thomas, 1955), 
p. xiii. 
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may bring to the victim a variety of 
psychological gains. Thus, on the sub- 
conscious level, some accidents are not 
“unplanned,” not “unintentional”—this 
complicates the definition of an accident. 
A few studies indicate that inherent acci- 
dent-proneness scarcely exists, while tran- 
sitory or mildly prolonged accident-prone- 
ness is widespread.* 

A prononunced difficulty in securing 
reliable data in this area arises from the 
utter unwillingness of persons who are 
accident producers to identify themselves 
in any degree with the accident causation. 
Many of the studies and statistical analy- 
ses point to the attainment of the almost 
irreducible minimum in accident fre- 
quency and severity rates through safety 
guards, engineering techniques, safety 
committee educative devices and cam- 
paigns. Such conclusions in no way 
disparage the importance of the more 
traditional measures. However, where 
accidents arise, the more promising scope 
of preventive attack is concerned with 
human failings such as haste, preoccupa- 
tion, distraction, which may relate in turn 
to emotional strain or conflict resulting 
from anxiety, anger, fear, frustration, hate, 
aggression and guilt. Thus increasing sig- 
nificance is attached to a newly detected 
factor in the etiology of accidents, identi- 
fied as the personality factor, an intrinsic 
contribution arising from within the indi- 
vidual, impelled by emotional strain or 
conflict. 

The “accident syndrome” is applied to 
recurrence of signs and/or symptoms that 
appear with a high degree of regularity, 
many features of which represent clinical 
recurrences; but other features in the 
pattern may scarcely be linked directly 
with medical explanations. The units that 
comprise the accident syndrome may be 
described as: (1) universal risk; (2) 
irregular additional risk incident to physi- 
~ *Karl A. Menninger, Man Against Himself 
(Harcourt, Brace & Co., 1938), p. 318. 
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cal impairment (in the nature of a side 
issue in its influence on the accident syn- 
drome); (3) abnormal physical environ- 
ment; (4) maladjustment and irresponsi- 
bility; (5) the trigger episode; (6) 
behavior in the presence of the trigger 
mechanism, all influencing or determining 
the prospective accident with or without 
injury.5 

An interesting finding in a recent study 
is that when the period of observation 
is sufficiently long, the small group of 
individuals who are responsible for most 
of the accidents is really a changing group 
with new persons moving in, and many 
persons in the group moving out of the 
group identification. 

Although some individuals may remain 
highly accident-prone throughout life, and 
are thereby the truly “accident-prone” 
individuals, it now appears likely (a dis- 
tinct departure from the findings of ear- 
lier studies) that they contribute only a 
relatively small percentage of all the 
accidents. Taking into consideration a 
great span of years, almost any normal 
individual, under emotional stress, may 
become temporarily accident-prone, and 
may experience a series of accidents in 
rather rapid succession, but most such 
persons develop defenses against emo- 
tional conflicts and thereby remove them- 
selves from the accident-prone group 
within a relatively short period of time. 

Currently there is much dispute that 

5 Schulzinger, op. cit., pp. 160-174. 


® However, an activity giving 
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accident-proneness is a measurable qual- 
ity. Seemingly, the expectations from 
earlier studies have fallen short of realiza- 
tion in this respect.® 

Antisocial behavior seems to be associ- 
ated with traffic accident involvement. 
Research problems in the area of the fi- 
nancially irresponsible motorists are inter- 
twined with psychological factors, defec- 
tive personal traits, having identity with 
constituent factors in accident-proneness. 
The myriad of variable and poorly under- 
stood factors, including the effects of 
weather, light condition, road conditions, 
driver’s lack of knowledge and inability 
to function reliably may be further com- 
pounded in complexity by psychological 
factors. It may be rewarding to give 
systematic attention to social patterns in 
this country which do not facilitate con- 
structive solutions in the problem area of 
the uninsured motorist, i.e. the inability 
to distinguish the uninsurable motorist 
from the financially irresponsible motor- 
ist.7 

promise of use- 

ful results from psychometric data (employed to 
determine acceptance or rejection of the applica- 
tion for automobile insurance and to determine 
classifications in acceptance) is reported by L. 
G. Keeney and Charles F. Hanes “Psychological 
Tests Accurate in Predicting Under 25 Experi- 
ence,” The National Underwriter, Fire & Casu- 
alty Edition, August 26, 1960, pp. 1, 25-26. 

™ Constructive methodology in this respect 
may be found in a few studies similar to “The 
Financially Irresponsible Motorist,” The Annals, 
Society of C.P.C.U., June, 1957, pp. 63-103. 











THE INSURANCE PRINCIPLE AND 
UNEMPLOYMENT INSURANCE 


Harry MALISOFF 


A perennial question regarding unem- 
ployment insurance used to be whether 
or not it was insurance in character. A 
current form of this question would be 
whether or not it is losing its insurance 
nature because of emergency extensions 
of benefit duration, dependents’ allow- 
ances and federal loans to weakened state 
unemployment funds. 

The present-day insurance character of 
unemployment insurance is explored in a 
research monograph which the author is 
preparing for the Unemployment Insur- 
ance Publications Series of the California 
Institute of Technology Benefits and In- 
surance Research Center.' The mono- 
graph undertakes a review of the chief 
unemployment insurance provisions from 
the standpoints of both insurance and 
associated welfare principles. The ap- 
proach is in terms of current practice and 
principle rather than hypothetical stand- 
ards that no insurance system could 
reasonably be expected to satisfy. This 
paper offers an advance summary of find- 
ings reached. 

Unemployment insurance is found to 
insure not against one risk of unemploy- 
ment, but against a group of risks corre- 
sponding to different classes of unemploy- 

Harry Malisoff, Ph.D., is Professor of Econom- 
ics in Brooklyn College and is Consultant to the 
New York State Department of Labor Division 


of Employment. Dr. Malisoff has authored many 


articles and monographs on unemployment insur- 
ance and social security since 1935, his latest 
monograph, Simplifying Unemployment Insur- 
ance Objectives, having been published in De- 
cember 1960 by the California Institute of Tech- 


a This study has been made possible by a grant 
from the California Retailers Association. 


ment that figure in the labor market to- 
day. The risk of unemployment due to 
lay-off is to be distinguished from that 
due to voluntary leaving or misconduct 
discharge. Private insurers might under- 
write the former, but would find the ele- 
ment of moral hazard formidable in the 
case of the latter. 

Insurers who were prepared to write 
group unemployment policies in the 1920's 
would not have been disappointed in the 
light of the regularities subsequently re- 
vealed by unemployment data and by the 
overall financial experience. Of especial 
interest are the so-called invariant ratios 
of unemployment insurance beneficiary 
experience such as the 0.90—0.95 proba- 
bility that a claimant unemployed n weeks 
will prove to be unemployed n + 1 weeks. 
This ratio has already been applied in 
state cost estimation studies. Here, the 
rich field for research has hardly begun to 
be tapped. 

The financial experience attests to the 
insurability of the unemployment risks. In 
1938-1958, inclusive, the cumulative cost 
rate of unemployment insurance was 1.38 
per cent as against a cumulative tax rate 
of 1.60 per cent, with a year-end reserve 
at the end of 1958 of $6.9 billion as well 
as a surplus of federal unemployment tax 
collections over state unemployment in- 
surance administration grants, of about 
$1 billion. The decline of average tax rates 
during the 1950's, while benefit rates 
moved inversely, are problems that have 
seriously affected the soundness of the in- 
surance system. 

Conformity to insurance principle would 
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require widest possible coverage and 
spread of the risks. In this respect, state 
unemployment insurance often falls short. 
Firms of all sizes as well as agricultural 
employments remain to be covered. A 
case could also be made for contributions 
to the insurance funds by the government 
employers which now merely reimburse 
states for the benefits paid to separated 
federal and state employees. 

Inadequate attention has been given to 
the principle of reinsurance in problems 
of potential liability for benefit payment, 
although the federal-state system of un- 
employment insurance would seem to be 
especially well-suited for reinsurance 
measures. The present federal provisions 
for repayable loans are not true insurance, 
despite the fact that they help to meet 
benefit liabilities in emergencies. Even 
with the strict 1960 repayment provisions, 
they could still lead to inadequate average 
tax rates. They also create a further risk— 
that the state will find itself unable to re- 
pay in continued recession and thereby 
deprive its employers of the ability to off- 
set state unemployment taxes against the 
federal tax. 

Rate-making has been more difficult in 
unemployment insurance than in private 
insurance. Not only is unemployment in- 
surance faced with the difficulties that be- 
set all taxation, but, like workmen’s com- 
pensation, it must rate the experience of 
the individual employer. Experience rat- 
ing formulas could take a cue from private 
insurance, in reflecting as many relevant, 
einpirically-tested factors as possible. In 
addition to affording equity, unemploy- 
ment insurance rates also have the ob- 
jective of preventing unemployment, or 
stabilizing employment. Unlike private in- 
surance, unemployment insurance treats 
prevention solely as an incident of tax 
variation. No encouragement or credit is 
given for positive stabilization programs. 

Unemployment insurance cost estima- 
tion has developed new methods of esti- 
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mating potential liabilities, average tax 
rates and reserves over a period of years. 
Political uncertainties as well as local, 
state and national economic trends must 
be taken into account. The stereotype of 
an insurance actuary working out of a 
table is wholly untenable here. Work is 
being forwarded on fund adequacy meas- 
ures, or minimum solvency standards. 
This methodology should help deter un- 
sound financing tendencies. At present, 
the financing problem is especially severe 
in states where for the last six years, aver- 
age cost rates have exceeded average tax 
rates. 

All insurance programs reveal welfare 
elements, and, in some sense, welfare pro- 
grams have insurance aspects. The benefit 
formula in unemployment insurance is 
such an admixture. The high percentage 
of claimants who have received benefits 
at the flat rate of the weekly maximum 
has lowered the average weekly benefit 
amount below the desired 50 per cent 
(for the majority of beneficiaries) to the 
neighborhood of 35 per cent. This has ac- 
centuated the weighting in favor of lower- 
paid claimants. The fractional indemnity 
for wage loss that the weekly benefit now 
represents has thus been such as not to 
preclude private supplementary unem- 
ployment benefit plans, or state unemploy- 
ment assistance. For certain high-level 
employees, even individual supplemen- 
tary policies might be in order. 

The absence of an employee contribu- 
tion in 48 states makes unemployment in- 
surance benefit a form of free insurance. 
While free insurance is common in the in- 
surance field, it remains undesirable in 
the unemployment area where objective 
attitudes toward the unemployed are still 
not everywhere prevailing. 

Dependents’ allowances, found in 12 
states, have spread slowly, apparently be- 
cause they are so rooted in welfare prin- 
ciple. But it is a contradiction to deny 
benefit allowances for dependents to the 
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family head who prefers reemployment 
while leaving avenues open to benefit by 
secondary and tertiary workers whose at- 
tachment to the labor market could be 
questioned. 

Recent temporary extensions of benefit 
duration in recession are remindful of 
British experience in the 1920-1934 pe- 
riod. The need for extension is real, 
especially since other programs for carry- 
ing the burden are absent or deficient. 
But federal repayable loans are not the 
best solution. They are financed out of 
state employer taxes, now or later, and 
the resulting debt discharge factor may 
complicate cost estimation beyond toler- 
able limits. Reinsurance proposals should 
be actively explored. State experiments 
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which trigger off extensions when average 
unemployment rates in the state reach 
specified levels, should be watched and 
evaluated. 

It is important to recognize that un- 
employment insurance is a full-fledged 
member of the family of insurances which 
has developed many new forms since 
comprehensive social insurance was insti- 
tuted by the Social Security Act in 1935. 
As such, unemployment insurance should 
reflect evolving, not merely classical in- 
surance principles—principles that cover 
all insurances, both public and voluntary. 
And as such, the private insurances can 
learn from unemployment insurance just 
as it can learn from them. 

















PROBLEMS IN DEFINING "ALL LINES" INSURANCE 
Witu1aM M. ALRICH 


The Spectator published a table in 
October 1958 and another one in Novem- 
ber 1960 in which statistics were com- 
puted for groups of insurance companies 
which write “All Lines” of insurance. 
These tables have produced some inter- 
esting figures. They showed 84 All Lines 
groups, with $23 billions in assets and 
$8.6 billions in premiums, in 1959. This re- 
port considers only the question of decid- 
ing what is meant by “All Lines.” 

There has been much loose talk about 
all lines developments in the insurance 
business. Many feel that this term has not 
yet been accurately defined. The work of 
preparing The Spectator tables‘ has 
helped to develop the rudiments of a 
definition. 

Attention is directed to some statements 
which do not seem adequate for defining 
the all lines movement. Several people 
refer to these as “life-property insurer 
combinations” or variations of that term. 
This phrase is much too general and ad- 
mits carriers which have no discernible 
intention of going into all lines operations. 

Another term that has been used is 
“one stop selling.” This places the entire 
emphasis upon the distribution technique. 
All lines insurance is much more than a 
“system of distribution,” as still another 
writer phrases it. 

Such significant factors as financial sta- 
bility, economies of operations and pro- 
tection for policyholders are ignored in 

William M. Alrich, B.A., is Managing Editor 
of The Spectator. He is a member of the AAUTI 
Insurance Statistics Committee. 


1 The assistance of William Glendenning of the 
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these approaches. But these two phrases— 
“life-property group” and “one-stop sell- 
ing’—do underline an area of conflict be- 
tween the institutional and the functional 
definitions. Traditional insurance thinking 
will look upon the all lines movement 
merely as a combining of separate com- 
panies. On the other side, the sales 
minded, functional thinkers will see all 
lines as merely the opening of local com- 
bined agency offices. 

The proper combination of these two 
views should be developed, making the 
usual distinction between multiple line 
and all lines. The multiple line term 
should be confined entirely to the prop- 
erty-casualty field, since it grew up after 
the fire and casualty companies were per- 
mitted to invade each other's territories. 
This implies that the term multiple line 
should not be used when life insurance is 
included in the company or the group of 
companies. It is in this area, however, 
that the term all lines can be properly 
applied. 

Therefore the basic definition is: all 
lines insurance refers to a group of insur- 
ance companies which has established 
joint ownership or common management 
to increase financial stability and is now 
able to offer to its market all major per- 
sonal or business lines of insurance. 

In reaching this definition, the joint 
ownership or common management side 
of the question was first considered. Using 
the convention form annual statement, it 
was determined whether a company be- 
longs to or is a member of a group of 
companies. Such items as stockholdings 
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and joint boards of directors furnish some 
of the needed data. The annual statement 
may contain references to management 
agreements between mutual companies, 
which would indicate they are part of an 
all lines group. 

One of the problems is: should several 
companies owned by one man but having 
no other joint operations be considered 
an all lines group? There are other meas- 
uring rods to use when questions like this 
arise. In some cases direct application 
was made to the companies for more evi- 
dence of all lines operations. 

A similar question relates to common 
management. Here, a group of carriers 
do have an agreement to market jointly, 
but their working arrangement may not 
always give increased financial stability. 

One specific example may illustrate this 
problem. A life company in the South 
writes all the life insurance for a number 
of farm bureau fire and casualty compa- 
nies in separate southern states. The 
boards of directors include the same men 
in many cases. Nevertheless this group 
was eliminated from The Spectator table 
because it was felt that this type of joint 
ownership or common management would 
not offer any greater financial protection 
to the policyholders than would the sepa- 
rate companies. If the assets, reserves and 
premiums from this group of Southern 
companies were added to these figures of 
the overall life company, a false picture 
would be given of the financial protection 
behind this group. 

Another characteristic which might 
help define the all lines group is the 
licensing of the companies in the group. 
Such facts are easy to determine from the 
company annual statements, but it was 
felt that licensing in itself was not a suffi- 
cient indication of how the insurance 
group is conducting its operations. A con- 
sumer loan organization may be licensed 
in all four major fields—life, health, fire 
and casualty—but would not be ready to 
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offer all lines of protection. Therefore 
licensing was not included in the defini- 
tion and was used only where there was a 
question about a new company entering 
the field. 

The third factor in developing the defi- 
nition was the spread of premium volume 
among the major lines of insurance. The 
Spectator table shows for each group the 
six lines in which the group has its great- 
est premium volume. To determine those 
figures, premium amounts were studied 
for each group and the commentary on 
the table itself brings out some interesting 
facets of the volume in various lines for 
these groups. However, there are some 
statistical limitations to what can be de- 
termined from figures of premium volume 
alone. For instance, the life insurance 
annual statement does not yet adequately 
separate credit life insurance from ordi- 
nary and group insurance. 

Use was made of premium writings by 
lines, in selecting groups for the 1960 
table, to eliminate more than fifty groups 
of companies which were considered not 
to belong in the all lines category. Most 
of these were eliminated on the basis of 
their lack of premium volume in various 
lines. Ten of the eliminated groups, for 
instance, wrote only the life and auto 
physical lines, ten more showed that they 
had no casualty lines, five others were 
very skimpy in that field. Thus, although 
these companies met the first two require- 
ments of joint ownership or common man- 
agement and licensing in all lines, they 
were eliminated because they were writ- 
ing little or no business in some of the 
four major categories of insurance. 

In the search for a suitable definition, 
it was necessary to make another decision. 
It was decided to eliminate company 
groups which were largely in the credit 
insurance lines. These companies were 
thought to be in business primarily to 
lend money rather than to give complete 
insurance protection. It is true that they 
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give all the insurance protection which is 
required by law, but it was felt that they 
are not competing on the quality of the 
insurance service they provide. This de- 
cision made a major difference between 
the 1958 and the 1960 tables. In the first 
edition, a few of these credit insurance 
groups were included, but in the 1960 
compilation, they were left out. 

The determining factor in the adopted 
definition is, “able to offer to its market 
‘All Lines’ of insurance protection.” This 
could be referred to as “marketing facili- 
ties.” Can the group of companies offer 
insurance on lives, on property and on 
liability all through one local office? It is 
recognized of course that only a few of 
the eighty-four listed groups are doing 
this now. This is the point however, at 
which the all lines movement becomes 
different from other developments in the 
insurance business. 

There is no question that the all lines 
movement is distinguished by its market 
or consumer orientation. Financial sta- 
bility, better spread of the risk, and many 
other factors also may be contributing to 
the growth of this movement. However, 
it is believed that the pressure from the 
agents and, indirectly, from the public to 
sell all lines of insurance through one 
office is the over riding factor, the force 
behind the developments in this field. 
Thus, assuming some management co- 
ordination within the group and an ade- 
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quate spread of the group’s premium writ- 
ings, marketing facilities become the de- 
termining factor in defining an all lines 
insurance group. 

Unfortunately there is today no easy 
way of determining an insurance group’s 
marketing facilities. There are groups 
controlled by stock agency companies 
which include direct writing subsidiaries. 
There are direct writing mutuals which 
own stock agency companies. Standard 
statistical sources give only sketchy indi- 
cations of these joint marketing facilities 
for any group of companies. In this study 
it was necessary to use the spread of pre- 
mium volume, licensing and other factors 
to determine the marketing pattern for 
any group. Some future research study 
may bring out more of the basic facts 
needed. It thus appears that the definition 
here reached comes close to that used by 
McGill, “risk bearing organizations offer- 
ing protection against the whole range of 
insurable hazards.” ? 

This definition, as it stands, now in- 
cludes joint ownership or common man- 
agement to increase financial stability and 
ability to offer to a market all the lines of 
insurance protection that market needs. 
These developments will be followed 
closely in the next few years in the hope 
that both the definition and its application 
may be sharpened. 


2 Dan M. McGill, All Lines Insurance (Home- 


wood: Richard D. Irwin, Inc., 1960). 














COMMUNICATIONS“ 
Discussion of “The Social Security Principle” by Dr. Frank Dickinson ' 


Comments of W. 


Dr. Dickinson has discovered that “the 
principle of social security” (OASI) is 
that of “fraternal assessmentism,” specifi- 
cally the transfer of limited funds from 
youth to old age; meeting risks differing 
widely by age attained, through the 
assessment of flat charges upon the cov- 
ered individuals. He suggests that OASI 
should take a leaf from the fraternals’ 
book by shifting from its uniform charge 
(in a given year) against the individual 
tax-payers, and adopting three rates, cut- 
ting the tax upon the young group by 50 
per cent, leaving alone the tax on the 
middle-aged, and increasing by 59 per 
cent the tax to be levied against older 
payers. He calls this “three stair-steps.” 
He says that immediate action along this 
line will help to make Social Security 
more secure, that it will postpone the evil 
day when drastic reorganization will be 
required. He says that the change would 
create a more equitable and stronger sys- 
tem. He says “It would reduce the trans- 
fer payments from the young to the old to 
a small extent.” He asks several pertinent 
and far-reaching questions, concluding 
that they can only be answered by a so- 
far-postponed full-scale private study of 
the social security system, and of the man- 


* The Editor welcomes communications which 
pertain to articles which have appeared in the 
Journal or to pertinent subjects whose treatment 
is not of sufficient length to be an “article”. 

1 Three distinguished actuaries were asked to 
comment on Dr. Dickinson’s highly significant 
article which appeared in the December 1960 
issue of the Journal. Their comments, together 
with the author’s “rebuttal” appear herein. 
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ner in which it has functioned from the 
beginning. 
My Spontaneous Reaction 

There is no single principle of social 
security. Social Security is much broader 
than OASI. Neither was there a single 
principle among the fraternals during 
their long period of operation. The prob- 
lems resulting from the short period of 
flat assessments among the early organi- 
zations, were not solved by their delay- 
ing expedients, but that delay widened 
the range of their victimization. It won't 
make the Social Security Act more secure 
to delay recognition of its nature. The 
“three stair-steps” seem to me to partake 
of Ray Peterson’s “Actuarial Anesthesia.” 
I don’t take the three stair-steps very seri- 
ously. They are too complicated, the sta- 
tistical relationships too fluctuating, and 
the goal of continuance of an undesirable 
plan too low an aim. History is too full of 
evidences of procrastination in dealing 
fully with bad habits. There is no question 
about the need for study. There is ques- 
tion as to how comprehensive that study 
must be, how deep-seated the malady has 
become, how major must be the surgery 
and how expert the diagnosis and the 
surgeon. Personally I feel grateful for be- 
ing thus forced to follow up this spon- 
taneity by considerable review. 

Studies 

I wrote a brief paper in 1956 for the 
Fraternal Actuarial Association, called “A 
Matter of Life and Death.” It also carried 
“three stair-steps.” It divided the 1955 
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population into three age groups, under 
18, 18-64, and 65 and over, and showed 
“average death rates” for each age group. 
There was a wide disparity in death rates, 
age by age within each age-group. We 
applied the individual age rates to “two 
populations,” to learn that one age distri- 
bution could give 50 per cent higher over- 
all death rates than the other. This 
changableness in age distribution was the 
nemesis of the fraternals and when the 
young go on strike, there may be left only 
late middle-aged and aged. 

The very terms used are flexible. Social 
Security is the genus, OASI the species, 
but Dr. Dickinson is following precedent 
when he uses Social Security and means 
OASI. He and I have divided the benefits 
into two sub-species, (1) benefits to re- 
tired aged persons and their dependents 
and dependent survivors and (2) benefits 
to survivors of OASI tax-payers who die 
before retirement. Retirement means qual- 
ifying for a primary benefit award. The 
first sub-species is very similar to annui- 
ties, the second to life insurance. The 
second means protection for risks faced 
currently by the tax-payer, the first, a 
benefit deferred in time, for which one 
has ample opportunity to “save up.” Ray 
Peterson, in his paper on “Misconcep- 
tions,” has dealt almost entirely with that 
annuity-like aspect and so has Dr. Dick- 
inson. By thus segregating the benefits to 
the non-old, the situation for that alone 
is somewhat like the fraternals in their 
early years. In the population of today 
about half of the deaths come before 
age 65. In the stationary life table popu- 
lation, only a third so fall. Today’s much 
lower death rates before 65 heighten the 
cost impact as the selection of barring the 
old wears off and lives above 65 weigh 
more and more heavily. 


Fraternals and OASI—Comparisons 


Similarities 
Since Dr. Dickinson compares the 
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operation of OASI with that of the flat 
assessment period of the fraternals, any- 
one seriously discussing his paper is re- 
quired to look up fraternal history and to 
refresh his own OASI recollections. I have 
done both. The organization of most of 
the fraternals followed the dislocations of 
the Civil War, the depression of the 70s, 
many failures of old line companies and 
a combination of loss of confidence in the 
insurance companies, added to the ama- 
teur mood of “anything you can do, I can 
do better” among the rural dwellers. The 
organization of the Social Security Board 
also followed World War I and the De- 
pression of 1929, no noteworthy insur- 
ance company failures, but again the 
“hard-up sense” that wants a bargain, and 
prefers to pay less than full price. 

In both cases, the sense of too large 
profits among the insurance companies 
was present, though by 1935 the greater 
part of the life insurance in force was 
mutual, and the “profits-taking” low. For- 
eign influence came into play in both 
cases. The British Friendly Societies must 
have affected the plans of the fraternals, 
while the ILO and the British “welfare 
state” had much affected the thinking of 
the staff servicing the Committee on Eco- 
nomic Security. In both cases—fraternal 
and OASI—the effectiveness of the system 
was delayed by barring the high risk 
cases from initial protection. In both cases, 
there was tremendous growth in the size 
of the experiment before the inherent 
short-comings of the systems became so 
evident to all as to awaken the informed 
demand for greater prudence. 

In the fraternals, the minor changes put 
through were in the line of more pru- 
dence. Virtually all of the OASI changes 
however have been in the line of balloon- 
ing the system. The fraternals were mainly 
dealing with death benefits. The OAB 
(and OASI) mainly aimed at monthly 
benefits in old age, tie sort of thing one 
saves up to provide. Life insurance does 
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meet risks currently. Annuity benefits are 
largely deferred. When life insurance in 
large measure was added to the annuity- 
type benefits, as OAB shifted to OASI in 
1939, death rates in a standardized popu- 
lation were perhaps half the rates of 
1873, enabling responsible persons to 
afford more life insurance. The fraternals 
had been voluntary in membership, while 
OAB(OASI) was compulsory and gov- 
ernmental, under central government as 
well. 


Differences 

As indicated, the fraternal’s benefit was 
mainly a death benefit. OASI seems to be 
paying from 85 per cent to 90 per cent 
for “age benefits.” The fraternals and old- 
line life insurance must have been close 
together in volume of insurance around 
1895—perhaps $4 or $5 billion in each 
(though there is a possibility the assess- 
ment organizations had been combined 
with the fraternals to top the old-line 
figure). By 1930, the commercial com- 
panies had $100 billion in force, greatly 
reducing the unfilled need for life insur- 
ance that existed when the fraternals 
flourished. 

By 1930, too, there was a more definite 
recognition of individual equity and the 
non-forfeiture values. The quality of sales- 
manship had advanced. The prejudice 
against the companies still existed, but it 
was much more synthetic and bureau- 
cratic than “grass-roots” by now, and the 
bureaucrats did not show up too well in 
their knowledge of level premium life in- 
surance. The lowering of net rates in the 
companies would have progressed faster 
save as depression conditions changed re- 
lationships (such as lowering of interest 
rates ). While the fraternal members asked 
no help from anyone outside the mem- 
bership in handling their individual in- 
surance, OAB and OASI from the start 
levied taxes against the employers as well 
as the citizen-workers. 
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“Contributory” means “subsidized.” 
While fraternal members thought they 
knew the structure of their own protec- 
tion, the OASI taxpayers knew that they 
knew not the score. As costs doubled in 
the fraternals, they “took steps” and had 
to keep right on “taking steps” to get more 
income. The benefits expectation of those 
“covered” under OASI—both the 100,- 
000,000 (or somewhat less) non-retired 
employees and self-employed and the 
whole lot of those already drawing bene- 
fits—is literally tremendous. 

Millions have been assigned benefits 
toward which their contribution has been 
negligible. The future payments for the 
100,000,000 could aggregate from $1 tril- 
lion to %2 trillion, say $1.5 trillion. Forty 
per cent of that, or $600 billion, could be 
called “accrued.” To existent beneficiaries, 
$100 billion more is a crude measure of 
their future benefit payments. Against the 
$700 billion, $20 billion of trust funds 
would be about 3 per cent. With the age 
part of benefits—which was to be the 
major part—deferred in the early years 
of OAB(OAST), virtually the full taxes of 
the first four years went into the reserve, 
then 90 per cent of them in the next five 
years, % in the following five, % in the 
five years thereafter, but during the last 
five years there was a clear drop in the 
amount of the trust funds. It was no 
longer quite “pay as you go.” 

So long as those early fraternals did use 
the flat assessment without regard to age, 
they were blinking at the non-equivalence 
of premiums and benefits for the indi- 
vidual. That equivalence is the ear mark 
of life insurance. They initially barred the 
old from protection, because of their 
higher risk of death, but they allowed the 
members within their ranks to stay there 
as they aged. Ahead of them was to be the 
increasing dependence of the old upon 
the young. The young, sensing their pur- 
pose of burden-bearers, stayed out and 
when in, lapsed much faster than the old. 
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In the case of the fraternals, the recog- 
nition of the arithmetic involved resulted 
in smaller individual benefits as they gave 
up their half-way measures of correction 
and largely adopted the life-time ap- 
proach of the old-line companies. The 
period of flat assessments for all had been 
short in fraternal history. Those organized 
later, as the awkwardness of that leveling 
arrangement had become apparent, varied 
assessments by age from the start. They 
did, however, fail to charge the older man 
enough for his life-time situation, and 
overcharged the young for temporary 
protection, but charged them too little for 
permanent protection. 

The rise in the amounts of average in- 
dividual OASI annual tax—from $9 a year 
in 1937 to a 1960 figure of perhaps $80, if 
spread among the tax-payers of the year, 
or $60 if spread over all covered persons— 
does seem to go most of the fraternals 
“one better” in ballooning over less than 
a quarter-century. The aggregate rise in 
outgo—benefits and administrative costs 
—to 11,000 times the benefits of the first 
year, and an annual cost of a billion a 
year through the last decade, shows the 
fantastic growth. 


Principles 

Since there are both similarities and 
differences in the first quarter-century’s 
experience under the two systems—his- 
torically, in the climate of opinion, eco- 
nomic progress generally and individu- 
ally; practically, in the recorded experi- 
ence of operations—I am sure that Dr. 
Dickinson does not believe in any single 
principle as he canvasses this situation. 
Moreover even for age benefits under the 
wider social security. the Federal subsidy 
to states’ assistance payments was a part 
of the social security program that paid 
out more money year by year for about 
15 years, than did the narrower OASI. I 
am suggesting but one major principle, 
that of individual dependence, for both 


The Journal of Insurance 


OASI and the Public Assistance, in lieu 
of Dr. Dickinson's fraternal assessmen- 
tism. 

In my opinion, the Social Security Act 
of 1935 was “The American Declaration 
of Dependence” for the covered citizen. 
The OAB(OASI) was called contributory, 
meaning subsidized. There is much that 
should be recognized as to the transfer of 
funds in OASI. The customarily wary re- 
sponse to this is apt to run: “Some of these 
are moot points: it isn’t entirely clear.” 
But Congressmen have often been less 
wary, and say of the applicant for benefit 
award: “He gets it as a right, because he 
paid for it.” Dr. Dickinson notes the trans- 
fer from young to old in the fraternals, as 
the background for a similar transfer in 
OASI. The Peterson paper on “Miscon- 
ceptions” brings out the relative injustice 
of the impact of tax rates on those begin- 
ning OASI tax payment, say, in 1970, 
when compared with its modest burden 
on, say, the “charter members of 1937.” 

I have carried through a study on the 
7% million primary beneficiaries on the 
rolls at the end of 1959. I estimate (lack- 
ing precise records) that they had paid 
not over $3 billion in OASI personal taxes 
before being given awards. Those awards 
were made from 1940, to and including 
1959. Benefits are assumed to have been 
continuous from the time of award to the 
end of 1959, and to be continuous there- 
after. Among the age benefits are included 
those to family dependents and survivors, 
after the award had been made. These 
awards could well reach $120 billion in 
aggregate benefits—two “bucks” for a 
nickel, or a dollar tax paid for forty dol- 
lars in benefit. Though the older men, 
nearing retirement, had had dramatically 
less life insurance protection than the 
young family men with young children 
were granted, there was some such pro- 
tection before the award grant, and no 
charge has been assumed for that pro- 
tection. It should also be noted that some 
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80 per cent of the total tax money had 
gone into benefits by the end of 1959. 
To assign to the young unsubsidized 
citizen the perpetual role of Peters, “rob- 
bed” for the benefit of the older financially 
careless or gullible Pauls, must reduce in- 
centive and throttle justice. There is no 
contractual bond upon the new tax-paying 
citizens to honor the debts they did not 
contract, any more than there was upon 
the “new blood” that refused to join the 
erratic fraternal. Over twenty years ago, 
I decided that if this injustice, this fi- 
nancial, legislative irresponsibility per- 
sisted, social budgeting should drop the 
technique of “contribution” by a taxpayer. 
The subterfuge makes that contribution 
seem to be toward his own benefits. I 
decided also that the taxpayer should 
recognize that his taxes were collected in 
order to grant gratuities to other men, as 
outlined in the briefs to the Supreme 
Court. Furthermore, I decided that there 
should be no employer tax either, but the 
recognition that individuals were the 
ultimate taxpayers, and that they should 
feel the impact of their generosity. 
OASI has been called “contributory in- 
surance.” That connotes subsidy. I have 
suggested as a broader principle than “fra- 
ternal assessmentism,” that of “individual 
dependence.” That principle also applies 
to Public Assistance, but even more obvi- 
ously. The “subsidy by charity” explana- 
tion of the 1987 and 1959 briefs to the 
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Supreme Court for OASI makes sense. 
The individual equity viewpoint confuses 
—since the Social Security Administration 
avoids showing the extent of any logical! 
share of assets to the individual, com- 
parable to the cash surrender value of 
level-premium life insurance. 

The central Government should not be 
in the insurance business. Charity from 
Government should be local, not national, 
save as great temporary national emer- 
gencies require “non-habit-forming bail- 
ing-out.” So, to the extent that Dr. Dick- 
inson’s desire for more individual equity 
might be applied, his cure could make the 
malady worse. The question of constitu- 
tionality on the insurance line has not 
been presented to the Supreme Court. 

What I will not develop here is “Who 
pays, how much, when, why and for 
what”? This is what the study demanded 
by Dr. Dickinson should find out. But I 
do urge my readers to read again the pro- 
nouncements of the Catholic Bishops of 
America. They urge moving away from 
the immoral mass treatments of the citi- 
zen, forward to the consideration of hu- 
man individuality, with ideals and consci- 
ences, to reverse this “declaration of 
dependence” and to expect them to rise 
to their individual responsibilities. 


W. Ruton WriuiamMson, Research 
Actuary, Washington, D.C. 


Comments of Ray M. Peterson 


In 1937, Professor Edwin E. Witte, who 
was executive director of the original 
Cabinet Committee on Economic Security 
and who is recognized as one of the prin= 
ciple authors of the Social Security Act of 
1935, said: 


a pay-as-you-go plan . . . is analogous to 
the annual assessment basis for meeting 
insurance costs, which has proven utterly 
unsound both in life insurance and in in- 


dustrial pension systems. . . . Experience 
has demonstrated that the reserve basis of 
financing retirement allowances is the true 
“pay-as-you-go” plan, while a plan of meet- 
ing only the current disbursements is a 
method in which less than the true costs 
are met in the early years, necessitating 
much greater contributions or taxes later 
on.? 


1 Social Security Analyst, Volume I, No. 1, 
January, 1937, p. 7. 
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Professor Witte must have been greatly 
pained by the 1939 Amendments by which 
the financing and benefit structure of the 
Social Security system took a major swing 
away from the “reserve basis” to a “pay- 
as-you-go” basis. Successive amendments 
since then have accelerated this trend 
until now we are completely on a pay-as- 
you-go basis. According to the 2lst An- 
nual Report of the Board of Trustees of 
the Trust Funds, total OASDI taxes for 
the period from 1956 to 1965, actual and 
estimated, will amount to about $115.9 
billion, and total disbursements—benefits, 
expenses and railroad retirement transfer 
—will amount to about $118.4 billion. In- 
terest from the Trust Funds must make 
up the deficiency. 

Dr. Dickinson has pointed out the great 
disparity between the value of benefits for 
those now receiving them, and the taxes 
they have paid. This, of course, is not a 
currently emerging phenomenon, since, as 
has been noted, it was implicit in the 1939 
Amendments and in succeeding amend- 
ments. It is noteworthy that just when, in 
the 1939 Amendments, emphasis was 
shifted from individual equity to social 
adequacy—just when any resemblance to 
private insurance reserve financing was 
largely abandoned, then, the terms used 
in the law were changed from “Federal 
Old-Age Benefits,” “old-age benefit pay- 
ments” and “payments upon death,” to 
“old-age insurance,” “survivors’ insur- 
ance,” “fully insured,” and “currently in- 
sured.” A semantic facade was created, 
which, with the ensuing great stream of 
social security literature littered with the 
words “insurance” and “insured,” has 
constituted a major barrier to under- 
standing the system. Insurance to most 
Americans, means the pattern of private 
insurance. The thinking of members of 
Congress and many other responsible 
persons has been befogged and bemused, 
anesthetized and mesermized by this un- 
fortunate choice of words. 
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I agree with Dr. Dickinson that the 
social security financing method has now 
become outright assessmentism with a 
contingency fund and that it will no doubt 
continue so. Also, I agree that there is 
danger of a tax revolt by future genera- 
tions. I do not agree, however, that his 
proposed “1-2-3 stairstep tax” will serve 
to strengthen the system. In order to 
maintain successfully our social insurance 
system and also to avoid serious economic 
and social consequences, there are two 
imperatives: (1) The system must be 
limited to basic social objectives; and 
(2) The American people must under- 
stand fully the fundamental differences 
between social insurance and private in- 
surance. In 1938, R. A. Hohaus contrib- 
uted greatly to clear thinking by distin- 
guishing between the individual equity 
principle of private insurance and the 
social adequacy objective of social insur- 
ance. It is of overriding importance that 
the program be correctly represented as 
a social insurance system and to under- 
stand that the principle of individual 
equity of private insurance has little or no 
place in such a system. 

I find the following objections to Dr. 
Dickinson’s proposal: 


(1) It does not alter the essential assess- 
ment or pay-as-you-go nature of the fi- 
nancing method. Current workers and 
their employers are taxed to pay benefits 
to current beneficiaries. Assessment life 
insurance was corrected by the level- 
premium reserve system. No one is seri- 
ously proposing a change to anything like 
a full reserve system for OASDI. 

(2) Great difficulty would be encount- 
ered, I believe, in finding a satisfactory 
rational explanation to give the worker 
for the seemingly arbitrary increase in the 
tax rate. 

(3) As an appearance of crude indi- 
vidual equity, bearing some resemblance 
to that of private insurance, it gives un- 
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warranted aid and comfort to the idea of 
individual equity—a principle which 
should have little or no place in social in- 
surance. 

(4) There would be danger of great 
pressure for increased benefits at ages 32 
and 50 just as we now have that danger 
in the scheduled tax increases for 1963, 
1966 and 1969. The high rate for the 
oldest group, with great voting power, 
would be a powerful influence in creating 
demand for better benefits. 

(5) The heavy load that new entrants 
to the system and their employers will 
have to carry throughout their working 
years, is not diminished. 

(6) The restraining effect of the pay- 
roll tax and its consequent cost-conscious- 
ness with respect to those under age 32— 
to the extent that it breaks through the 
barrier of automatic payroll deduction— 
will be lessened. 

(7) Finally, Dr. Dickinson recognizes 
the problem of securing satisfactory age 
evidence. When misstatements are re- 
vealed, are back taxes owed and is the 
employer responsible for collecting from 
both active and ex-employees? 

As to transfer payments from the young 
to the old, it is pertinent to note the rela- 
tionship of the number of monthly in- 
come beneficiaries who are over retire- 
ment age to those under retirement age. 
Actual figures through 1959 and projected 
figures to the year 2050 are given in the 
21st Annual Report of the Trustees of the 
OASDI Trust Funds. 


PROPORTION OF OLD-AGE BENEFICIARIES 
To Tora, NuMBER OF BENEFICIARIES 








Year Percentage 
1950 15 
1955 79 
1957 82 
1959 81 
1970 80 
1980 83 
2000 86 
2050 90 





From a level of around 80 per cent during 


117 


the Fifties and Sixties, the oldsters’ posi- 
tion is steadily improved after 1970. 

The author does well to warn of the 
abuse of the sovereign power of govern- 
ment. I believe there are great dangers of 
inadequate funding of federal, state, and 
municipal employee pension plans, due to 
the unwarranted reliance on what future 
taxpayers will be willing to finance. This 
is the test of the “full faith and credit” of 
government. It is just as important and 
proper that the current generation of tax- 
payers pay the full costs of employment 
for government employees as it is for a 
current generation of stockholders to pay 
the costs of employment, including pen- 
sion costs, for employees of private busi- 
ness organizations. 

The author also warns that the young 
may demand as good a social security 
bargain as we have voted for ourselves. 
He says: 


This process of almost continuous increases 
in old age pensions alone raises a number 
of very fundamental questions for our so- 
ciety. It implies to the young that we who 
are older have been requiring transfer pay- 
ments from them and that the way for 
them to get even is to “go thou and do like- 
wise” to the generation which follows 
them. Such a standard of exploitation of 
the young, with a somewhat ruthless type 
of justification, will surely lead to grave 
consequences. 


An official of the Social Security Admin- 
istration apparently does expect future 
generations to keep ahead of the game. 
Here is a recent statement: * 


From the beginning of the program it was 
recognized that benefits paid to the first 
generation of employees would greatly ex- 
ceed the value of the contributions that 
they and their employers could be ex- 
pected to make. As noted above, it was 
also expected that, as earnings and levels 
of living continue to rise (following the 
2 David, Alvin M. “Old-Age, Survivors, and 
Disability Insurance: Twenty-Five Years of Prog- 
ress,” Industrial and Labor Relations Review, 
Volume 14, Number 1, October, 1960. Mr. David 
is Assistant Director of the Bureau of OASI. 
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trend of the past century and a half), 
benefit levels must be adjusted to keep 
pace with these changing levels; if this 
does happen, the protection being earned 
by each generation of contributors can be 
expected to exceed the value of their con- 
tributions. The financing of the OASDI 
program, therefore, is not on a full reserve 
basis—that is, the program is not financed 
in such a way as to assure a fund sufficient 
to meet all accrued obligations at any time. 


Two facts may be mentioned which are 
a sufficient commentary on this statement 
of an OASDI official: (1), The value of 
employee and employer taxes with respect 
to the average new entrant to the labor 
force is now 1% of the value of the bene- 
fits for such new entrant; and (2), At the 
end of 1960, the value of future benefits 
for only those then receiving OASI bene- 
fits was $88.28 billion and the OASI Trust 
Fund amounted to $20.15 billion. If taxes 
ceased today, only 23 per cent of benefits 
for current OASI payees could be covered, 
with no provision for those not now re- 
ceiving payments. 

The author writes: “In the literature on 
social security, particularly in England, 
equating cost and value at age of entry 
has been regarded as a desirable feature.” 

By the National Insurance Act, 1959, 
Great Britain abandoned, effective April 
1, 1959, 


the principle that the contributions pay- 
able by and in respect of insured persons 
would be related to the “actuarial contri- 
bution,” i.e., the contribution for an en- 
trant at the initial age which would be 
equivalent on average to the cost of bene- 
fits to which he and his dependents would 
become entitled assuming the continuance 
of a fixed rate of interest and the current 
rates and conditions of benefit.* 


During the Fifties, contributions had been 
increased beyond this limit to relieve the 
Exchequer from the cost of additional 

% Report by the Government Actuary on the 
Second Quinquennial Review, 1st June, 1960. 


London. Her Majesty’s Stationery Office, pp. 20, 
21. 
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benefits enacted. Under the National In- 
surance Act, 1959, 


The method of finance . . . has been termed 
the “pay-as-you-go” or “assessment” system 
because the aim is to charge rates of con- 
tribution that will result in an approximate 
balance between the income and the out- 
go of the National Insurance Fund over 
short periods of years.* 


A recent British observer ® had this to 
say about the new financing method: 


The Conservative scheme is dignified with 
the actuarial name “assessmentism” (the 
cost of the pensions is assessed annually 
and the contributions to pay them arranged 
accordingly), or in common parlance “pay 
as you go’; the future pensioner is paying 
for existing pensions and will in turn have 
to trust to a future generation of taxpayers 
in his retirement... . 

. . . What is the employee’s security in a 
state scheme? It accumulates no fund; the 
money he pays in goes out almost at once 
to pensioners; when he retires he will have 
to rely on the contributors and taxpayers, 
on the value of money, on the Govern- 
ment, on the economic and social climate, 
and on world conditions which the Gov- 
ernment cannot control. If employees were 
told these things would there be an over- 
whelming vote for state pensions? For “pay 
as you go” they might read “hope as you 
pay.” 

It would appear that the American and 
British worker are now in exactly the 
same position—they should be hoping 
and praying as they pay! 

It is appropriate to note the benefit and 
cost control effects of assessment financ- 
ing. Eugene M. Thoré, Vice President 
and General Counsel, Life Insurance 
Association of America, writes in his 1960 


annual report: 


At long last we are in effect on a pay-as- 
you-go basis and under current Congres- 
sional policy new revenue must be raised 
if benefits are to be increased. Moreover 
the tax rates have reached such high levels 


* Ibid. 


5Seldon, Arthur. “Pensions for Prosperity,” 
Hobart Paper 4, Institute of Economic Affairs, 
London, 1960. 
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that proposals for tax increases are politi- 
cally unpopular. 


Under these circumstances, it will be im- 
portant to resist pressures for support of 
the system from general revenues. 

When Dr. Dickinson likens OASDI to 
OAA, he may be surprised to find himself 
in the company of Arthur J. Altmeyer, the 
first Social Security Commissioner. Writ- 
ing in the Survey Graphic of September, 
1945, Mr. Altmeyer said: 


The federal Social Security Act provides 
two kinds of programs—public assistance 
and social insurance. In the one, rights are 
conditioned on need; in the other, on wage 
loss. Yet they are of the same kind, al- 
though people sometimes hold that those 
arising out of contributions paid by a per- 
son, or on his behalf, are the more valid. 
I do not believe that such a distinction 
can be made. We do not say that the right 
of parents to send a youngster to public 
school depends on whether or not they 
pay direct taxes... . 

To me, it seems impossible to draw hard 
and fast lines between social insurance and 
public assistance. When people say that 
social insurance is something you get be- 
cause you have paid for it, they forget that 
no social insurance program provides pre- 
cisely what you have paid for it. . . . 
People say, also, that social insurance is 
governed by objective provisions; that it 
does not require “snooping around and 
prying into” personal matters such as come 
up in administering public assistance. Such 
a distinction, too, is not valid. 


One might also point out that, under the 
progressive income tax, there is a total 
income test as to whether or not a person 
enjoys the financial benefit of freedom 
from tax on a given segment of income. 
This freedom is just as real a government 
benefit as direct OASDI and OAA cash 
payments. 

I agree with the author's recommenda- 
tion that all publications and releases of 
the Social Security Administration should 
accurately and fully describe the nature 
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of social security rights and benefits. I 
also agree that the term “actuarial sound- 
ness” has no applicability to the OASDI 
financing method. Full reserve financing 
in the field of private insurance is the test 
of actuarial soundness, and it is the only 
concept of actuarial soundness with which 
the American public is generally familiar. 
The actuarial soundness of private insur- 
ance is assured by the use of insurance 
principles; any fiscal soundness (not actu- 
arial) possessed by social insurance de- 
pends mainly on the taxing power of the 
Government. In the same vein, I think it 
has been a mistake for the Social Security 
actuaries to call the constant rate of pay- 
roll tax required to support the system 
into infinity, the “level-premium” cost. 
While it has an esoteric meaning within 
the confines of discussions by actuaries, 
it has too much of the flavor of level-pre- 
mium life insurance for the general public. 

I disagree with Dr. Dickinson’s proposal 
for changing the retirement test. Any 
feature overemphasizing individual equity 
is out of place in a social insurance sys- 
tem. The long-term effect of his proposal, 
as participants pay taxes over increasing 
periods of time, will be gradually to elim- 
inate the retirement test—an effect which 
will destroy the social insurance principle 
that benefits are payable only upon loss 
of wages; i.e., only when a person has 
substantially left the labor force. 

I enthusiastically agree that “a full- 
scale study of the social security system” 
is highly imperative. Dr. Dickinson has 
performed a real service in stimulating a 
critical examination of the social security 
system. Readers of this Journal should 
answer the challenge and pick up the 
torch. 

Ray M. Pererson, Vice President 
and Associate Actuary, The Equi- 
table Life Assurance Society, New 
York City 
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Comments of Robert J. Myers 


Dr. Dickinson has presented some 
unique and thought-challenging ideas 
about the Old-Age and Survivors Insur- 
ance system. In stressing the fact that 
most beneficiaries have paid contribu- 
tions that represent only a small fraction 
of the value of their benefits, he seems to 
be criticizing this as unsound procedure. 
Admittedly, many individuals do not rec- 
ognize the nature of the program. From 
this standpoint, articles such as Dr. Dick- 
inson’s are valuable. He does not, how- 
ever, recognize that exactly this same 
situation as to benefits-contributions re- 
lationship prevails in private. pension 
plans, including group annuities. 

It is a matter of social desirability and 
good public relations that pensions in the 
early years of operation of a plan must 
be of reasonably adequate amount 
through direct or indirect recognition of 
prior service. Social insurance systems, 
like private pension plans, must provide 
social adequacy rather than strict indi- 
vidualized equity, or they will fail in the 
purposes for which they were developed 
(as well as be politically unpalatable). 

In considering the relationship of con- 
tributions paid and benefits available, Dr. 
Dickinson is concerned about the long- 
range future situation, when individuals 
will have contributed for many years— 
and at higher rates—and yet, under pres- 
ent law, will get about the same benefit 
amounts as the present beneficiaries. I do 
not think that in a social insurance system 
there should be attempted—other than 
for relatively academic purposes—any 
strict comparison or developed relation- 
ship between contributions and benefits. 
For one thing, under any reasonable plan, 
the vast majority of covered persons will 
usually get their “money’s worth,” insofar 
as their own employee contributions are 
concerned. 

Dr. Dickinson makes individual-equity 


comparisons using the combined em- 
ployer-employee contributions. This is not 
valid, because the employer contributions 
are not—and should not be—allocated to 
the employee. This situation has an exact 
parallel in private pension plans under 
which the employer’s contribution is often 
expressed as a percentage of the total pay- 
roll of all covered employees. Yet, under 
these plans, he does not contribute at the 
same rate for each employee but rather 
much more for those near retirement age 
and much less (conceivably nothing) for 
those at the younger ages. 

In reviewing the growth of the pro- 
gram over the past two decades, Dr. Dick- 
inson notes the many changes and is con- 
cerned about the continued liberalization. 
It should be recognized that much of this 
liberalization was not “real” but resulted 
from the rising wage trend. Unlike many 
private plans, a rising earnings trend 
under the OASDI system means that the 
costs relative to payroll will be lower 
since contributions increase more rapidly 
than benefit payments (because of the 
weighted nature of the benefit formula), 
and the same tax rate can support a lib- 
eralized benefit program. 

Dr. Dickinson is concerned that in the 
future the scheduled increase in the tax 
rates will not take place, pointing out the 
precedent of the freezes during the 1940's. 
He indicates that there could conceivably 
be the vicious circle that every time a tax 
increase is scheduled, then benefit in- 
creases will be felt to be necessary. I 
would agree that this is a possibility but 
it is by no means a certainty, since there 
is the precedent that in recent years all 
tax rises took effect as scheduled. I believe 
that the Congress has taken a responsible 
attitude with regard to the cost aspects of 
changes proposed to the OASDI system. 

I should like to thank Dr. Dickinson for 
the kind words he has said about our ac- 
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tuarial cost studies. But, at the same time, 
I must take exception with his views that 
the OASI Trust Fund will fluctuate only 
between $15 and $25 billion during the 
1960's. As a matter of interest, I might 
point out that the OASI Trust Fund rose 
by about $183 million during 1960, revers- 
ing the trend in the preceding 3 years. In 
1961, it is likely that this Trust Fund will 
remain about level although it will prob- 
ably decrease by some $400 million in 
1962, but thereafter, under present law, 
will increase steadily, reaching possibly 
$40 billion by the end of the decade. Of 
course, Dr. Dickinson is expressing his 
views that amendments to the program 
will likely produce the result he cites. 

Dr. Dickinson discusses the unfunded 
liability of the OASI system, a concept 
which has several meanings and whose 
significance should be carefully noted. He 
gives two estimates that vary quite widely, 
with mine being only about half of the 
other one. Probably the primary reason 
for this difference is that my figure is 
based on discounting at interest, a pro- 
cedure that Dr. Dickinson does not agree 
with. In my opinion, for proper portrayal 
of payments deferred for many years 
(both benefit payments and contribu- 
tions), it is essential that interest should 
be used, regardless of the fact that there 
is not and will not be an invested fund of 
this magnitude. The use of interest is 
necessary in equitable comparisons be- 
tween generations, not only in the field 
of social insurance. For example, if a son 
promises to provide his father a life in- 
come in exchange for an immediate trans- 
fer of property, then regardless of whether 
the property will produce income or will 
be dissipated, the equitable procedure is 
to consider future payments with regard 
to both mortality and interest. 

With regard to the unfunded accrued 
liability under OASI, criticism is some- 
times made of the fact that current con- 
tributions are used for current benefit 


121 


payments instead of being held in reserve 
for future benefits for the taxpayers and 
their dependents. Under a national com- 
pulsory-coverage social insurance system, 
it is quite proper to take into account in 
the financing of the system, both the 
contributions and the benefits in respect 
to future new entrants into the program, 
and not to consider solely the benefits and 
contributions of the initial covered group. 
When these additional assets and liabili- 
ties are considered, the system is esti- 
mated to be substantially in actuarial bal- 
ance, and no essential purpose would be 
served in currently accumulating reserves 
of several hundred billions of dollars in 
the trust fund, although a small fund is 
necessary for contingent purposes. 

In connection with the important sub- 
ject of the accrued liability under OASI, 
I would like to refer interested readers to 
my recent papers in the Proceedings of 
the Conference of Actuaries in Public 
Practice (Vol. IX, 1959-60) and in the 
Proceedings of the Casualty Actuarial So- 
ciety (Vol. XLVI, 1959) for further ex- 
planation and details. 

Dr. Dickinson condemns the changes of 
the retirement test made by the 1960 
Amendments, as a “weakening” of this 
provision. It should be noted that he has 
not correctly described the test in the 
first full paragraph of the first column of 
page 2, where the second and third sen- 
tences should preferably read as follows: 


The annual retirement test was eased so 
that persons under age 72, earning more 
than $1,200 a year, would lose only one 
dollar of benefits for each two daol- 
lars earned between $1,200 and $1,500. 
Further, one dollar of benefits would be 
lost for each dollar earned above $1,500. 


Dr. Dickinson implies that this change 
represents a great increase in the cost of 
the program, but this is not the case. 
Many individuals will receive more in 
benefits, but there is a substantial cost 
offset. A significant number of persons 
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who have held their earnings to $1,200, 
so as to have more total income from 
earnings and benefits combined, than if 
they had higher earnings, can increase 
them to $1,500 or beyond (possibly with- 
out working more). Under these circum- 
stances, less benefits will be paid, al- 
though the individuals concerned will 
have more total income. The new test, 
which was not administratively feasible in 
previous years, should be hailed for its 
salutary result of providing semi-retired 
individuals an incentive to work above 
the $1,200 limit, since the individual will 
always have more total income as he in- 
creases his earnings above $1,200 than if 
he held them to that amount. 

Dr. Dickinson suggests that the retire- 
ment test should be such that any person 
under age 72 who continues to work 
should receive benefits only in the amount 
that he has “bought” with his own contri- 
butions. No consideration is given to the 
problem of equity arising if a person has 
only a small amount of employment ( pos- 
sibly in only one month of the year) and 
thereby loses far more in benefits than his 
earnings. How, under such a proposal, 
would there be any incentive for an indi- 
vidual to attempt employment or re- 
employment after formal retirement from 
his career job? Even more serious is the 
fact that Dr. Dickinson’s proposal would 
have very serious cost effects since it 
would mean virtual elimination of the re- 
tirement test in the long-range future, 
when individuals would have “bought” 
their entire benefit (or a substantial por- 
tion of it). In turn, this would mean 
higher long-range costs for the program 
and thus higher contribution rates than 
those now scheduled. 

Dr. Dickinson concludes that the OASI 
program bears a close resemblance to fra- 
ternal assessment insurance, backed by 
compulsory taxation features and a con- 
tingency fund. In one sense, this general 
statement is correct, but it is so broad as 
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to be meaningless. In the same way, it 
could be said (to a considerable extent 
incorrectly ), that fraternal assessment in- 
surance is, on the whole, like group 1-year 
renewable term insurance. In both in- 
stances, however, there is a very consid- 
erable and basic difference in approach, 
both as to how new members are obtained 
and as to how in practice the programs 
are given surveillance. 

I think that it is important to dispute 
Dr. Dickinson’s point that the term “actu- 
arial soundness” has no applicability to 
either type of operations. In both in- 
stances, sound actuarial appraisal and 
cost analysis would indicate the potential 
future trends so that adequate planning 
and development can occur. It is particu- 
larly for this reason that I take sharp issue 
with Dr. Dickinson’s suggestions that the 
cost estimates should only be made for a 
decade in advance. In fact, this could 
well achieve results that I am certain 
would be deplored by him. For example, 
many proposals could involve relatively 
minor costs in the immediate future but 
might commit the nation to extremely 
high deferred benefit costs. If in all cases 
there had been proper actuarial guidance 
of fraternal assessment insurance, a very 
clear picture of what would happen if no 
changes were made would have been 
presented and necessary changes in meth- 
ods of operation would have been pos- 
sible. 

The most significant change proposed 
by Dr. Dickinson in carrying out his be- 
lief that OASDI is similar to fraternal 
assessment insurance is that employee 
contribution rates should be graded by 
attained age but with a uniform em- 
ployer rate. This would mean that today’s 
older workers would “pay for” a signifi- 
cantly larger proportion of their benefits, 
but still undoubtedly far less than the full 
amount thereof. On the other hand, this 
would have relatively little overall effect 
for future entrants since the graded basis 
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proposed would be virtually equivalent 
to the level rate now called for (as is the 
case for step-rate life insurance policies 
as against level-premium ones). Actually, 
those reaching the older ages would have 
to bear some of the cost for those dying 
at the younger ages, who contributed 
only on the lower step. The only differ- 
ence is that those currently in the middle 
and older ages would “pay for” some- 
what more of their benefits than under 
the present basis of a uniform tax regard- 
less of age. This savings, in my opinion, 
would not be sufficiently large so as to 
result in any greatly lower equivalent 
contribution rate for future entrants. 
From a practical standpoint, I believe 
that a step-rate contribution basis, by at- 
tained age, for OASI is administratively 
impracticable. Employees would in many 
cases object to being compelled to give 
their employers proof of their correct age. 
Conversely, if the Social Security Admin- 
istration had to verify and certify the ages 
of all 75 million current workers in any 
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1 year, it would be a terrific, if not im- 
possible, task. Furthermore, for many 
people an exact adjudication is not al- 
ways possible, and this would be required 
under a proposal where the tax rate 
would change at specific ages (in present 
law, when persons are well beyond age 
65, for old-age benefits it is not necessary 
to make an exact adjudication). 

It is also difficult for me to understand 
Dr. Dickinson’s preoccupation solely with 
equity differences by age, when such vari- 
ations also exist by such other factors as 
sex, occupation, earnings level, marital 
and family status, etc. The real point is 
that under national compulsory social 
insurance programs such “individual 
equity” comparisons are not of controlling 
significance! 


Rosert J. Myers, F.S.A., Chief 
Actuary, Social Security Adminis- 
tration, Department of Health, 
Education, and Welfare, Wash- 
ington, D.C. 


The Author's Rebuttal" 


Frank G. Dickinson 


As a long-time member of A.A.U.T.I.,” 
I am very glad that the Editor has inaug- 
urated a Comments section in this issue 
of the Journal. I am deeply honored that 
he selected my article, “The Social Se- 
curity Principle,” from the December 
1960 issue as the piéce de résistance for 
his new section, and by his selection of 
three outstanding actuaries—Williamson, 
Peterson and Myers—to prepare formal 
criticisms. I shall try to present my re- 
actions to their comments with a min- 
imum of references to my article. 


* The views expressed in the article and this 
rebuttal are solely those of the author. 


1 Dr. Dickinson is modest. He was one of the 
founders of the Association. (Editor’s Note. ) 


Williamson 
Mr. Williamson has filled in some of 
the vacant areas I left in the article re- 
garding fraternal assessment insurance, 
its historic refusal to accept the inexor- 
able implications of a mortality table, 
“original sin,” the eventual refusal of 
young persons to join, and the decisions 
of other young persons to withdraw from 
the fraternal society. He also lays stress 
on the similarity of the paths trod by 
these earlier societies with high ideals of 
brotherhood and the somewhat parallel 

course of OAB and OASI. 
In passing, I suggest that the teaching 
of insurance in American universities 
might be made more useful and more 








124 


cultural if more attention were given to 
the rise and decline of fraternal assess- 
ment insurance early in the twentieth 
century. The insurance teacher alone 
among all faculty members has the tools 
with which to explain to his students, 
fellow faculty members, and the public 
one of the basic trends in the develop- 
ment of the social security system which 
has such a great potential for the Amer- 
ican people. The teaching of insurance 
and other commerce subjects has been 
criticized unfavorably in a number of 
studies (Gordon-Howell and Pierson). 
The cultural contribution of insurance 
teaching to the students and to the en- 
tire educational objectives of the univer- 
sity might be increased by a wider under- 
standing of the trend of OASI toward 
fraternal assessment insurance as a pat- 
tern of development. In this regard, the 
insurance teacher has a very special con- 
tribution to make to public understanding 
of an important system designed to ame- 
liorate some of the sufferings in a complex 
industrial society in this new era of the 
long life for the many. 

Mr. Williamson correctly points out 
that each of the three age groups which 
I suggest for the 1-2-3 stair-step tax rates 
as a substitute for the present flat 3 per 
cent tax rate, is non-homogeneous. I men- 
tioned in footnote number 6 that 47 stair 
steps between age 18 and 65 would be 
much more precise but that even three 
stairsteps might test the ingenuity of gov- 
ernment machinery to the limit. My three 
stairsteps do not provide equity for the 
extreme ages in each age group. 

Mr. Williamson refers to “social budg- 
eting,” a subject upon which he has writ- 
ten frequently. In fact, we can all hope 
that someday he will prepare a synthesis 
of his thoughts on “social budgeting” as 
an effective substitute for “social security” 
as it is now. He presents many pungent 
comments regarding improper use of 
good insurance terms in OASI literature. 
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He joins with me (and Mr. Peterson) in 
urging a full-scale study of social security 
before any more changes are made in 
taxes or benefits; that such a compre- 
hensive study has not yet been made, and 
that it should be made by a private group 
of knowledgeable persons with full access 
to OASI records. 


Peterson 


Mr. Peterson reminds me that I am 
probably indebted to an extent greater 
than I recognized in the article to Witte, 
Altmeyer and others who at one time or 
another appeared to be in agreement with 
my analysis of the (present) social se- 
curity principle. My concern is with the 
present situation. He shares and extends 
my emphasis on the need to label the 
system correctly and to avoid appropriat- 
ing to it certain insurance concepts which | 
are not applicable—actuarial balance, ac- 
tuarial soundness, level premium costs. 
Moreover, neither Mr. Peterson nor I have 
pointed out—as he has elsewhere—that 
the term “social adequacy,” as a substi- 
tute for “individual equity,” during the 
last twenty years has been so completely 
violated by changes in the law that it now 
applies—if it applies at all—to OAA 
rather than OASI. 

These borrowed terms should be re- 
turned to insurance (with a small “i”) 
posthaste and replaced with new terms 
whose validity obviously depends solely 
on the doctrine of sovereignty. It is the 
power to tax, the power to compel all new 
young entrants to pay relatively exorbi- 
tant taxes in 1965, 1975, 2000 and 2050 
which produces “actuarial soundness.” 
Because of this inherent power of the 
government to tax, the OASI system is 
always in “actuarial balance,” always “ac- 
tuarially sound”; and extensive computa- 
tions (although avidly read by many of 
us) to prove it so is an “elucidation of 
the obvious.” Although Mr. Myers can 
gauge the effects of his computations and 
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borrowed terms on expediting tax in- 
creases and restraining excessive benefit 
increases within Congress, I submit that 
the use of these borrowed terms in Con- 
gress has been responsible for a share of 
the enormous expansion (with wide- 
spread public approval) in the transfer 
payments from the young to the old. 
Moreover, these borrowed terms make 
tax reform a more formidable task. 

If the people are to understand their 
tax-welfare system, the substitution of 
new terms appropriate to the inherent 
attributes of sovereignty is imperative; 
and the abandonment of borrowed insur- 
ance terms applicable only to contracts. 

If Mr. Peterson has a general program 
of social security reform, it would appear 
from his comments that his program 
features proper labels and slowing down 
increases in the benefits and, apparently, 
in the taxes. His comments on the inter- 
generation transfers are quite helpful, as 
is also his brief review of the British sys- 
tem to which the term “assessmentism” is 
widely applied. 

Space is not available to answer his 
seven specific objections to my three 
stair-step tax reform. Admittedly, my pro- 
posal is a very modest reform; Mr. Peter- 
son (and Mr. Williamson) agree. (A 1-3-5 
stair-step reform could have been sug- 
gested to support the claim that my 1-2-3 
stair-steps do not go far enough.) I dare 
say that our real difference lies in our 
forecasts of the effects of a moderate new, 
graded social security tax system upon 
the future attitudes of both the young 
and the old toward the upward spiraling 
of both benefits and taxes. I give con- 
siderable weight in such forecasts to a 
continuation of the aging of the electorate 
throughout the 1960's and the slow but 
persistent younging of the electorate 
starting in 1970; and to the potential edu- 
cational powers of a 1-2-3 stair-step tax 
system. I grant the possibility that the 
small amount of virtue in redistributing 


the tax burden introduced by my three 
Stair-step system could remove some of 
the brakes on the further spiraling of 
benefits and costs, to which Mr. Peterson 
apparently gives top priority. On balance, 
I still think it will tighten the brakes. 

Mr. Peterson also disagrees with my 
reform of the retirement test. I suggested 
that when an “insured” employee reaches 
age 65 and continues in the labor force 
he should receive the amount of the pri- 
mary insurance benefit which his contri- 
butions had “prepaid” after allowing a 
proper deduction for protection received 
before age 65—now a maximum pension 
of $7 a month. As Mr. Peterson points 
out, this would mean that the average 
“bought” pension starting at age 65 would 
increase as the years go by. (Mr. Wil- 
liamson indicates that the average total 
“prepayment” of “premiums” would now 
be in the neighborhood of only $400 as 
compared with the maximum of $1,290 
which I used.) Perhaps Mr. Peterson is 
thinking of the future years as actuarial 
years and not as years in which congres- 
sional amendments will gradually whittle 
down the small barrier to Townsendism 
in the present retirement test. My crystal 
ball indicates that there will be little left 
of this retirement test by the end of the 
1960's, as indicated by the types and 
varieties of proposals to weaken this test 
in the bills dropped into the hopper of 
the House of Representatives since Con- 
gress convened in January 1961. Appar- 
ently our difference here is in our pre- 
dictions—when and how Congress will 
modify the present retirement test. I 
would reiterate here only my strong con- 
viction that my proposal will produce a 
maximum educational effect because it 
will reveal such low amounts of primary 
insurance benefits actually “prepaid,” and 
that this knowledge will greatly help the 
public to understand that OASI is, as the 
Supreme Court said, a tax-welfare system, 
not an insurance system. 
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Myers 


I deeply appreciate the recognition 
given my humble efforts by the Chief 
Actuary of the Social Security Adminis- 
tration in his opening paragraph. Indeed, 
the whole purpose of my article was to 
promote public understanding and to pre- 
sent some suggestions for making “social 
security” more secure by spreading the 
tax levy more equitably by age groups. 
We must quickly remove any incentive 
for the young to revolt against their un- 
just share of the tax burden. The com- 
ments by Mr. Myers clearly indicate a 
desire to distinguish between insurance, 
on the one hand, and OASDI. It would 
be most helpful in educational circles if 
all the literature of the Social Security 
Administration made this distinction. Yet 
comparisons with private pension systems 
dominate his first three paragraphs. I 
acknowledged that past-service credits or 
deferred compensation in private pension 
plans (page 8) could not be covered in 
my article. It is a separate but related 
subject. 

He expressed skepticism about my pre- 
diction that the OASI Trust Fund will 
fluctuate between $15 and $25 billion 
during the 1960's. In this speculation I 
am predicting the amount of imbalance 
between increases in benefits and in- 
creases in taxes that will be enacted into 
law during this decade. I wonder if Mr. 
Myers wouldn't like to withdraw these 
criticisms now that the new administra- 
tion in Washington has suggested some 
rather sharp increases in benefits without 
concurrent increases in social security 
taxes? But only time can tell whether this 
Trust Fund balance stays within the 
narrow range I suggested, or drops below 
$15 billion or rises above $25 billion dur- 
ing the remainder of the decade. Mr. 
Myers admits that only a small fund is 
necessary for contingent purposes, which 
seems to agree with my article. (I do not 
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now recall so specific a comment in his 
previously published statements. ) 

The implication Mr. Myers makes re- 
garding a reduction in the incentive to 
find employment after age 65, which 
would result from my proposed reform of 
the retirement test, needs some support. 
The 1960 amendments provide the fol- 
lowing formula for determining the limit 
on earnings: x — $1,500 = AB — $150; 
x is the maximum earnings and AB is the 
annual benefit (for husband, or for hus- 
band and wife). I would place no upper 
limit on earnings. Apparently he is wor- 
ried about the number of workers with 
earnings below $85 a month (a mean, 
with maximum of about $120) but above 
my $7 (a maximum, with a mean of about 
$2) who would quit working in order to 
receive the $85 (a mean) primary insur- 
ance benefit (or the benefit for husband 
and wife). Considering the level and ex- 
tent of minimum wage laws, would my 
proposal induce enough of those in these 
low-income brackets to retire to counter- 
balance the economic effect on continu- 
ation in the labor force of my removal of 
any and all limitations on earnings? My 
statement, his comment, and my question 
here may still be too brief to provide a 
genuine meeting of minds on the point 
in question. 

I am disturbed by his dire predictions 
of administrative problems which would 
result from the adoption of the 1-2-3 
stair-step proposal. He has stated these 
administrative objections several times in 
conversations since I first proposed a 
crude version of these three stairsteps in 
an article published on November 7, 1953. 
The other two actuaries, Mr. Williamson 
and Mr. Peterson, also foresee some diffi- 
culty in the record-keeping necessary to 
inform the employee when he passes from 
age 31 to age 32 and from age 49 to age 
50 that his tax rate will increase. No 
doubt there would be some practical 
problems. I can only add that the three 
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stair-step tax rate reform constitutes one 
of the few remaining ways by which we 
older taxpayers can avoid undue exploita- 
tion of younger taxpayers—by which we 
can reduce the “crown of thorns” which 
we are pressing down on the brow of 
young labor. Some administrative diffi- 
culties should not be stressed as an argu- 
ment against a more reasonable distribu- 
tion of social security taxes by age groups. 


A Diplomatic Omission 


Frankly, I am grieved by the failure of 
each of these critics to refer specifically 
herein to his previously stated alarm 
about the danger point in the rise in flat 
social security taxes on the young en- 
trants. All three have warned against the 
evil day when the price exacted from the 
young entrant might “price” social se- 
curity out of the market for the young. 
Since my 1-2-3 stairsteps would obviously 
postpone that evil day for at least a dec- 
ade, omission of reference to their earlier 
alarms may be diplomatic; but I am some- 
what annoyed. Moreover, many young 
entrants will die before attaining age 32; 
those who survive can not predict the 
frequent changes in the law. A modest 
reform is a wise start! 


A Final Note 


What agreement has been reached? I 
stated that the emerging social security 
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principle resembles the fraternal assess- 
ment insurance principle coupled with 
the sovereign power to tax; that mislead- 
ing terms shoulc. ve avoided; that all 
eligible persons who do not wish to re- 
tire at age 65 should receive a monthly 
pension in the amount “prepaid” by their 
social security taxes; and that the present 
flat 3 per cent tax on employees at all 
ages should be replaced by tax rates of 
1% per cent, 3 per cent, and 4% per cent 
for the age groups, under 32, 32-49, 50 
and over. 

Three highly competent actuaries have 
commented on my article. We four and 
the Editor must await the verdict of the 
readers about this first issue of a Com- 
ments section in the Journal of Insurance. 
Perhaps I can say for the three (or the 
four, or the five) of us that what “social 
security” needs most today is an ever- 
increasing circle of warmhearted, hard- 
headed friends who comprehend the high 
hopes and the dismal failures of the earlier 
fraternal assessment societies; and are 
steadfastly opposed to allowing “social 
security” to drift further down that ever- 
seductively attractive road. Somewhere 
ahead, a bridge is out! 


Frank G. Dickinson, Philanthropy 
Study Director, National Bureau 
of Economic Research, New York 
City 








20,000 Aids to Students of Insurance 


One of the busiest places in the United 
States connected with college and uni- 
versity insurance courses has none of the 
appearances of an academic office. From 
appearances, one might expect the staff 
in this office to produce a public relations 
program—and he would be accurate. 
But here, also, originate thousands of kits 
of specimen insurance policies that are 
made available to students throughout 
the nation for general survey and ad- 
vanced insurance courses. 

The Insurance Information Institute 
handles the administration of the “Col- 
lege Kit” program which it sponsors 
jointly with the Institute of Life Insur- 
ance and the Health Insurance Institute. 
During the academic year 1960-61, some 
20,000 of the Kits have been distributed. 
In the first five months of the year, classes 
at 123 colleges and universities in 41 
states, the District of Columbia and the 
Province of British Columbia, were sup- 
plied, at no cost, with this valuable aid 
for insurance courses. 

In a form ready for distribution, each 
edition of the Kits represents many hours 
of careful work in bringing specimen 
policies up-to-date and substituting new, 
popular policies for outmoded items. In 
addition to the three sponsoring Insti- 
tutes, such organizations as the National 
Board of Fire Underwriters, the Surety 
Association of America, the National Bu- 
reau of Casualty Underwriters, Inland 
Marine Underwriters Association and the 
National Council on Compensation Insur- 
ance review and correct the policies used 
in the Kits. 

The General Kit contains 12 specimen 
policies in casualty, health, life and prop- 
erty fields—72 pages of material—which 
means over 820,000 pages in the printing 
run of this Kit. The Advanced Kit has 42 


items in casualty, fidelity, surety, health, 
fire and allied lines and marine fields—a 
total of 244 pages of material or over 
1,700,000 pages in the printing run of the 
Advanced Kit. 

The use of the Kits is not confined to 
colleges and universities, for they are 
supplied, as well, to personnel enrolled in 
registered C.P.C.U. and I.I.A. courses. 
Approximately 75 per cent of the Kits go 
to students enrolled in courses for college 
credit. Some 20 per cent go to those in 
C.P.C.U. and I.1.A. courses. The balance 
are available to requests of secondary 
school and college instructors who use 
the materials as teaching aids in eco- 
nomics and business courses. 

The next edition of the Kits will have 
a new format. In fact, the term “Kit” will 
become a misnomer. For convenience in 
handling and usage, the specimen policies 
will be reduced to 8% xX 11 size paper, 
punched for a standard 3-ring looseleaf 
cover and bound with a single fastener. 
Students may then place the materials in 
a cover or retain them for use in the 
original form. The feature of specimen 
policies which may be separated from the 
total packet for intensive study, will be 
preserved. 

The 1961-62 General Kit will consist of 
some 68 pages, while the Advanced Kit 
will contain 196 pages. Both Kits are now 
in the preparation stage. As soon as a 
distribution date is determined, notifica- 
tion of the availability of the Kits will go, 
as usual, to members of The American 
Association of University Teachers of In- 
surance, with information as to how the 
Kits may be ordered. 

Paut H. Buatspeti, Director of 
Special Activities, Insurance In- 
formation Institute, New York 
City 
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The Sanborn Buying Power Maps 


In cooperation with Sales Management, 
and its research subsidiary, Market Sta- 
tistics, the Sanborn Map Company has 
developed neighborhood “Buying Power 
Maps.” These constitute an important 
new marketing tool in the sale of insur- 
ance as well as many other types of con- 
sumer goods and services in which range 
of income plays an important role. 

When one speaks of the new buying 
power map, he is not speaking of a single 
map but of a type of map. The basic 
“unit” is a 17 by 22 inch map sheet which, 
at the scale of one inch to 4,000 feet, 
covers an area 12 miles wide by 15 miles 
deep or 180 square miles (when folded 
twice, it occupies the standard 8% x 11 
inch space). The size of a metropolitan 
area, of course, determines the number of 
units necessary; Phoenix, for instance, is 
covered in only one unit, while six are 
required for Philadelphia. 

Along with major streets, rivers and 
boundary lines, areas with homogeneous 
characteristics are outlined. For each 
neighborhood the total number and the 
average income of households are given. 
Five different colors are used to locate 
households according to these five net in- 
come groups: $0-$2,499; $2,500-$3,999; 
$4,000-$6,999; $7,000-$9,999; and $10,000 
and over. 

Consider the steps necessary to show 
that in neighborhood area 23 of the met- 
ropolitan area of Cincinnati for example, 
the 3,196 households in that area have an 
average income per household of $9,133. 
Underlying this average are calculations 
based on the number of households which 
fall into each of the five income classes 
listed above, the total income earned by 
all households in each income class, and 
the total income earned in all classes. It 


is anticipated that the eventual publica- 
tion of these details will themselves be 
of great interest to many research people. 

For each metropolitan area, the maps 
extend to all residential sections in and 
adjoining the principal city. 

By the Spring of 1961, maps will have 
been completed for the nation’s 50 largest 
metro areas, containing 24.2 million 
households (47 per cent of all house- 
holds in the U.S.) accounting for 53 per 
cent of the country’s total disposable in- 
come. It is anticipated that in the succeed- 
ing year an additional 100 metro areas 
will be mapped, with the eventual goal 
of covering all metropolitan areas, and 
consequently the bulk of the national 
market. 


Use in Insurance Marketing 


Prospect selection is a major factor in 
selling life and health insurance on the 
local level. The classification of . neigh- 
borhood locations according to five dif- 
ferent income levels enables an insurance 
company or its agents to compile prospect 
lists for direct mail or personal solicita- 
tion according to income level. For ex- 
ample in every major metropolitan area, 
the telephone company can provide street 
address directories which would permit 
compilation of a mailing list in which all 
addresses are geared to high income lo- 
cations as indicated by the Sanborn maps. 
Since life insurance sales are very much 
dependent on income class, such devices 
serve to select profitable areas for de- 
velopment and to provide quantitative 
controls to indicate magnitudes of sales 
potentials in various areas. 

The marketing of insurance is just one 
of many fields in which the maps can find 
application, although the insurance in- 
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dustry is peculiarly suited, by virtue of 
its universal coverage and heavy reliance 
on the necessary collection of vast 
amounts of statistics, to make systematic 
use of such sales aids. Actually the maps 
can be equally useful to control the sale 
of any service or goods the demand for 
which varies with income; heavy appli- 
ances, fire and health insurance, autos 
etc. 

One of the most interesting aspects of 
the Sanborn maps is the fact that by and 
large they are defined as homogeneous 
neighborhoods, whose boundaries are fre- 
quently defined in terms of major arteries, 
highways, rivers etc., and can be easily 
and alternatively defined in terms of 
census tracts. Thus neighborhood 13 in 
such and such a city is equivalent to 15 
or 20 specified census tracts. Through a 
special arrangement with the Data Proc- 
essing Center of the S. J. Tesauro Com- 
pany, which has purchased the tapes con- 
taining much of the data of the 1960 
Census of Population and Housing, it 
will soon become possible to use these 
tapes to furnish for each Sanborn “neigh- 
borhood” the full range of Census data 
on population and housing characteristics, 
by combining such data for the groups of 
census tracts making up the Sanborn 
neighborhoods. 

This represents a truly amazing ad- 
vance in the availability of market data, 
and its implications should be spelled 
out. First, we should note that each of the 
300 metro areas which accounts for the 
bulk of U.S. households can be broken 
down to about 20 or 30 homogeneous 
neighborhoods (a total of say 6,000) 
whose boundaries have far more market- 
ing significance than the essentially arbi- 
trary political boundaries of cities and 
towns. Thus in time these 6,000 neigh- 
borhoods may come to be recognized as 
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the fundamental marketing units on 
which we focus the bulk of our promotion 
and distribution efforts geared to reach 
the American consumer at his place of 
residence. For each of these neighbor- 
hoods we will be able to know eventually, 
(through the street address telephone di- 
rectory) not only the names and ad- 
dresses of all residents, but through 
analysis of Census tapes, a staggering 
array of Census data, including eleven 
key population characteristics on sex, 
race, age, education, occupation and in- 
come of household, and eighteen key 
housing characteristics completely defin- 
ing the character, value and age of 
homes. In addition, information will be 
available on the ownership of seven major 
types of household equipment including 
cars, food freezers, air conditioners, tele- 
vision sets, washers and dryers. This 
means for example that every neighbor- 
hood in a metro area can be analyzed 
with respect to relative saturation of con- 
sumer durable goods, and priority be 
given to under-covered areas. Or the pri- 
ority can be graded according to the age 
of the head of household, in accordance 
with “life-cycle” theories, which associate 
many purchases with the particular stage 
of a household’s growth, as the needs of 
growing children change, etc. This is only 
one example, of course. The availability 
of such data on tapes, punch cards and 
maps will permit many new types of 
sophisticated marketing analysis, as yet 
barely touched upon. Teachers of market- 
ing and business administration have a 
great responsibility to bring these new 
tools to the attention of their students. 


Jay M. Goutp, Managing Director, 
Market Statistics, Inc., New York 
City 
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LLAUGHTER AT LLOYD'S. By H. M. 
Bateman. New York: Stewart, Smith, 
1960, v pages and 20 plates. 


Reviewer: Ingolf H. E. Otto, Associate 
Professor of Finance, New York Univer- 
sity. 

The inherent perversity of things was 
empirically demonstrated by existential- 
ists in a laboratory experiment. They 
would arrange various numbers of collar 
buttons on a bureau, then casually brush 
one off. The degree of inaccessibility of 
the place to which the collar button rolled 
was a function of the fewness of the but- 
tons: if five buttons were on the bureau, 
the one that was brushed off would roll 
to the center of the rug and lie there in 
plain sight; if only one, that one would 
roll under the bureau, behind the rug, and 
into a crack in the flooring. Thurber has 
commented on the same phenomenon in 
writing of Stuffed Owls. Now the Journal 
of Insurance has its own case in point. 

The December, 1960, issue of the Jour- 
nal contained a review which hailed Dr. 
Dinsdale’s Would You Believe It? with 
delight because books of insurance humor 
were so rare. Now Stewart, Smith have 
put the entire insurance community in 
their debt by issuing a collection of the 
most famous and the most witty insurance 
cartoons ever drawn: Bateman’s studies 
of Lloyd’s and its peculiar inhabitants. 
Two of these have probably been seen by 
everyone who has paid more than a fleet- 
ing visit to the office of an insurance agent 
or broker: “The Underwriter Who Missed 
the Total Loss” and “The Broker Who In- 
sisted on Having his Commission Re- 
duced.” The other eighteen are almost as 
good. 


This collection of insurance cartoons 
bears about the same relation to the ear- 
lier collection, Stix and Stix’s Slightly 
Underwritten, that Mauldin’s Joe and 
Willy cartoons bear to Sad Sack. One 
group is full of insights; the other, just 
funny. As in Mauldin’s case, the quality 
of Bateman’s cartoons is uneven. Genius 
of any kind, and comic genius in particu- 
lar, comes in flashes: the painfully school- 
boy humor of “A ‘Little Ray of Sunshine’ 
Visits Lloyd’s” and “Livestock Under- 
writer Inspecting his Current Claims” is 
more than outweighed by the pure delight 
of “Lloyd’s Broker Furtively Entering a 
Small Company's Office to Finish his 
Risk” and “Marine Underwriter Caught 
Writing a Non-Marine Risk.” 

Bateman’s first Lloyd’s cartoon (“The 
Underwriter Who Missed the Total 
Loss”) was drawn well before World 
War II, as part of the series of double- 
page cartoons he was doing for The Tat- 
ler. He no longer remembers who made 
the original suggestion. At the time, his 
knowledge of insurance was slight; so he 
went to The Room in the old Lloyd's 
building to make sketches and take notes. 
The place was, of course, made to order 
for the sketcher’s pencil. Bateman’s re- 
actions must have been similar to those of 
Daumier faced with the law courts, except 
that the issue was much happier than Les 
Gens de Justice. The immediate and 
warm reception given that first cartoon 
launched the series: “It was brought 
home to me that somehow I had touched 
the nerve centre and heart of a great in- 
stitution, which was almost a world of its 
own.” 

In the postwar period, George Stewart 
acquired the original of the “Under- 
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writer” and encouraged Bateman to con- 
tinue the cartoons, giving several of them 
world-wide distribution. Now he has 
capped the good work by publishing the 
entire series for the appreciation of every- 
one interested in Lloyd’s, or insurance, or 
financial institutions, or laughter. 


PENSION FUNDS AND ECONOMIC 
POWER. By Paul P. Harbrecht, S.J. 
Twentieth Century Fund, New York, 
1959, 328 pages. $5.00 


Reviewer: Oscar R. Goodman, Associate 
Professor of Finance, Northwestern Uni- 
versity. 

Father Harbrecht has given us a book 
that continues the tradition of distin- 
guished publications by the Twentieth 
Century Fund. It is a thoughtful and il- 
luminating work, providing a compre- 
hensive quantitative and qualitative re- 
view of the development of pension funds 
up to 1958, as well as a very provocative 
and interesting evaluativa of the signifi- 
cance of the growth of pension funds in 
the American economy. 

Studies made by the New York State 
Banking Department, the S.E.C., and by 
the United States Senate Committee on 
Banking and Currency provide much of 
the statistical detail which is well pre- 
sented and well documented in the book. 
Data is presented on the size and com- 
position of stock ownership, financial 
institutions, investment portfolios, and 
composition of pension and other f- 
nancial intermediaries, as of and up to 
1958. The author suggests that federal 
tax policy, the wage freeze of World War 
II, labor union activity and the Social Se- 
curity Act were the formative influences 
of the great pension fund movement, and 
suggests that the booming stock market 
and competition for skilled labor acceler- 
ated the growth period. The author has 
given us the results of his careful thoughts 
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and analysis of the place and influence of 
pension funds in our economy. He pre- 
sents a very well written discussion of the 
objectives, role, theory, and practice of 
pension funds, with careful attention be- 
ing paid to the roles, as he sees them, of 
employees, employers, unions, corporate 
managers, financial trustees, and govern- 
ment in the overall picture. 

We are told that pension funds are vast 
aggregations of wealth, neither public nor 
private, an anomaly in a capitalistic so- 
ciety. They concentrate their stock pur- 
chase in a relatively narrow range of 
companies, reduce the floating supply 
of stock, and tend toward concentration of 
ownership and control, unlike individual 
investor operations which have created a 
wide dispersion of ownership. The con- 
centration is substantially increased when 
it is realized that in New York State in 
1955, 98 per cent of all pension fund 
assets controlled by banks, were con- 
trolled by 13 banks. The problem of con- 
trol is further increased when one adds 
bank management of personal trusts. 
(Father Harbrecht’s predictions are 
further confirmed when one looks at New 
York State in 1960 and finds that 95 per 
cent of pension fund assets were then 
controlled by 10 New York City banks, 
with the remainder distributed among 64 
banks throughout the state. Such a trend 
is presently accentuated by extension of 
bank merger and bank holding company 
activities.) Father Harbrecht would sug- 
gest that the beneficiaries, the employees, 
be given individual aliquot voting rights 
in some equitable fashion, so that they 
might have a vote in the power pur- 
chased with the significant portion of 
their compensation that is channeled into 
compulsory savings invested in pension 
funds, in addition to substantial addi- 
tional employee disclosure protection. 

The problem of pension fund growth 
is considered and estimates given of ex- 
pected growth to 1970. The author would 
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have the role of the individual em- 
ployee substantially broadened during 
this period. The Federal Welfare and 
Pension Funds Disclosure Act of 1958 
and several of the State acts are described 
and summarized as steps in the right di- 
rection, but only as a small advance in 
the need for effective legislation and legal 
protection. 

Throughout the book runs an obvious 
aim by the author to influence future de- 
sign, regulation, implementation, and le- 
gal theories evolving out of pension dis- 
putes. The author is concerned with the 
passive role of the employee, as he sees 
it. He would like the employee to be 
given clear, well-defined, vested, property 
rights in pension fund assets, based upon 
a deferred wage theory. He would also 
establish substantial bilateral contract 
rights cemented upon consideration 
evolving out of the decision by the em- 
ployee to remain with the employer and 
to forego other work opportunities. A 
number of legal cases are examined and 
legal principles governing pension fund 
asset and control disputes are traced, 
using the cases. Given much more sub- 
stantive property and contractual rights, 
the author suggests that the employee, 
as an individual, should have an increased 
role in the determinants of management 
and in the investment policies of invest- 
ment funds. He believes that the em- 
ployees, given substantial directive power, 
would vote to tie investment policy to 
social aims, in addition to return on in- 
vestment, with the result being decisions 
to invest in such things as low income 
group housing projects or in low income 
municipal bonds issued to attract business 
to a specific place. 

There is also a vein concerning the 
concept of the paraproprietal (beyond 
property) society, enhanced by the de- 
velopment of the pension funds and 
other financial intermediaries. This is a 
society where power is disassociated 


from property rights, where economic 
power is concentrated in and is wielded 
by a few, by financial intermediaries in 
which pension funds are a substantial 
factor. A paraproprietal society is one 
where power is wielded by a relatively 
few managers of the great financial insti- 
tutions, and where the property is owned 
by the many individual beneficiaries of 
their trusteeship. The reader is told that, 
in such a society, the central property 
right becomes not the property or thing, 
but the function of assigning power over 
things and that the major objects ex- 
changed in the society are power. An im- 
portant problem of the paraproprietal 
system is that the beneficiaries of the sys- 
tem are inclined to make demands be- 
yond the capacities of the system, de- 
mands beyond that which a responsible 
proprietor might make. 

This is an interesting and thought pro- 
voking book. It contains much factual 
information on the development and 
growth of pension funds as well as an 
unusually rich diet for consideration and 
thought on the significance and implica- 
tions of the growth of financial inter- 
mediaries in our economy. The pension 
plan set up for the General Motors 
Hourly Rate Employees and a specimen 
trust agreement form used by the Chase 
Manhattan Bank are provided in an ap- 
pendix. 


THE VARIABLE ANNUITY: ITS IM- 
PACT ON THE SAVINGS-INVEST- 
MENT MARKET. By Cedric V. Fricke. 
Bureau of Business Research, School of 
Business Administration, The University 
of Michigan, 1959, 84 pages. 
Reviewer: Donald L. MacDonald, Asso- 
ciate Professor of Insurance, The Univer- 
sity of Michigan. 

By its reference to the subject of one 
of the genuine insurance controversies of 
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the era, Dr. Fricke’s title inevitably at- 
tracts the attention of the student of in- 
surance. To the disappointment of such 
a reader, however, the book provides 
more food for thought for students of 
methodology of forecasting than for stu- 
dents of insurance. 

The work is one of cumulative specula- 
tion. It begins with an assumption as to 
the first year of general availability of the 
variable annuity (1960) and proceeds 
briskly to estimates of numbers of buyers 
of the plan in that year, of rates of in- 
crease in purchases in subsequent years, 
of the effect of those purchases upon the 
nation’s aggregate of savings, of the sup- 
ply of common shares in 1965 and 1975 
and of the effects upon common stock 
prices of investment via the new medium. 

This reviewer admires the fortitude of 
Dr. Fricke in publicly submitting his 
speculations to the test of time. He com- 
mends the author for the terseness and 
clarity of his presentation. He was a bit 
disturbed, however, by the virtual ab- 
sence of support for key estimates as to 
extent of future use of the variable annu- 
ity. He saw room for argument with the 
assertion that extensive use of the variable 
annuity would mean diversions of savings 
from present destinations rather than net 
increases in total savings, and with the 
opinion that the flow of new stock issues 
will be sufficient indefinitely to enable in- 
vestors to satisfy their needs without in- 
creasingly desperate bidding. He won- 
dered whether speculation should not 
have encompassed the question of 
whether the variable annuity, if it proves 
popular, eventually will be included 
among the settlement options. If such ex- 
tension should occur, the use over-all 
might be several times that under annuity 
contracts purchased as such. 

Dr. Fricke admits to possibility of 
considerable error in each of his estimates 
but feels that for his purpose, i.e., de- 
termining whether the variable annuity 


will be a really disruptive force in the 
economy or merely a lively competitor 
for the savings-investment dollar, his 
calculations can miss their marks by 
sizeable margins without harm. This 
reader agrees that approximations would 
be sufficient. However, he has developed 
so firm a conviction as to the futility of 
speculation—by anyone—in the areas se- 
lected by Dr. Fricke that he is not at all 
sure that the author’s objective, modest 
though it is, will be attained. 


A HISTORY OF AUTOMOBILE LIA- 
BILITY INSURANCE RATING. By H. 
Jerome Zoffer. University of Pittsburgh 
Press, Pittsburgh, Pennsylvania, 1959. XI 
plus 282 pages. $4.00 


Reviewer: Neil D. Reznik, Instructor in 
Insurance, University of Pennsylvania. 


The author cautions his readers that 
“.. . this book does not pretend to be, in 
any sense, a solution to the automobile 
rating problem. Rather it presents, one by 
one, a series of rating methods which 
have been tried by . . . the stock segment 
of the industry, and later modified or dis- 
carded as they were found wanting.” 
(page viii) Consistent with this foreword, 
the author proceeds to develop the need 
for and theory of rating, and a rather 
thorough history of automobile rating. 

Aside from the foreword, forty-nine 
footnotes, bibliography, and index, this 
volume is divided into 26 unnumbered 
chapters. Essentially, Zoffer deals with 
the history and problems of private pas- 
senger automobile liability insurance rat- 
ing as conducted by the National Bureau 
of Casualty Underwriters. He does refer 
to the Mutual Insurance Rating Bureau, 
to independent rating, and rating for 
commercial vehicles, but without the 
thorough treatment given to the stock 
approach to private passenger lines. 
Throughout this volume, Zoffer, quite 
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understandably, places some emphasis on 
Pennsylvania rating. 

By keeping his opinions out of the his- 
torical material, the author has managed 
to present clearly each of the techniques 
that were employed in the past. How- 
ever, he does evaluate the resultant ex- 
perience as well as the proposed meth- 
ods for the future. In his own words: 
“. .. no attempt has been made to evalu- 
ate the rates themselves or to pass judg- 
ment on the way the companies are con- 
ducting business.” (page 267) Therefore, 
this volume is a significant contribution 
as a source of historical data. 

Beginning with the equivalent of Chap- 
ter 17, (page 177) there is an excellent 
discussion of the problems of profit allow- 
ances, statistical plans, the uninsured 
motorists, the compensation approach, 
merit rating and competition: The section 
on profit allowances for automobile in- 
surers is particularly non-objective. Zof- 
fer discusses casualty insurer profit in 
comparison with other industries, but 
denies that it can be compared with other 
insurer operations. Thus he presents a 
case for higher profit allowances than 
those presently used. Rather than argue 
with the conclusion, the approach is 
somewhat questionable. 
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The material on the compensation ap- 
proach (page 214 et. seq.), is well pre- 
sented but with the absence of adequate 
references. For example, Zoffer makes no 
mention of the work of Ehrenzweig in 
this connection, and surely the optional 
full-aid approach should be considered. 

The problem of non-credible data pro- 
ducing incredible rates is, in essence, well 
developed. The author, in particular, 
points out the lag in experience reporting 
to the bureau, resulting in less than fully 
credible data. What he fails to indicate 
is that with modern processing machinery 
this lag could well be reduced. 

The conclusion of the text provides an 
interesting rallying point for rating tech- 
nicians and researchers. 


“On the basis of current experience, new 
refinements which will make the rates 
more adequate and even less discrimina- 
tory than they are at present will be added. 
With the owners of 65,000,000 automo- 
biles vitally interested in a solution to the 
rating problem, the insurance companies, 
rating bureaus, and state regulatory offi- 
cials must join together to find a satisfac- 
tory answer.” (page 268) 


Research anyone? 





THE COMMISSION ON INSURANCE 


TERMINOLOGY 


“Dictionaries do not make the language; 
language makes the dictionaries.” 





The Commission on Insurance Terminology was established in 
1958 by the American Association of University Teachers of In- 
surance for the purpose of introducing, in an evolutionary way, 
greater clarity and exactness in insurance terminology. The spe- 
cific objectives of the Commission are: 


1. To engage in a continuing study of insurance language (words 
and phrases) for the purpose of evaluating the effectiveness 
of the language and recommending improvements where de- 
sirable. 


2.. To accumulate and publish a glossary of insurance words and 
phrases on which there is general agreement among prac- 
titioners and educators as to their meaning. 


3. To develop a continuing program of information by which 
writers, editors, insurers, and others will have available more 
accurate and meaningful insurance terminology, and, through 
the art of gentle persuasion and assistance to those who make 
the insurance language, gradually bring some order out of the 
present chaos. 


4. To cooperate with any other groups or individuals seeking 
to attain improvement in insurance terminology. 
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Committee on Health Insurance Terminology 
E. J. FAuLKNER, Chairman 


Rosert W. Oster, Editor 


The Committee on Health Insurance 
Terminology has appointed several sub- 
committees to work out definitions of the 
various dimensions of health insurance. 
The subcommittees and their membership 
are: 


“Perils”: Dr. Ralph Blanchard, Chairman; 
J. H. Miller, E. J. Faulkner. 

“Contractual Arrangement”: J. F. Foll- 
mann, Jr., Chairman; C. Manton Eddy, 
Wendell A. Milliman. 

“Types of Loss”: J. Henry Smith, Chair- 
man; Jay Ketchum, R. W. Osler. 

“Basis of Payment”: A. T. Everett, Chair- 
man; George Bugbee, Dr. Dan McGill. 

“Types of Benefits”: Jarvis Farley, Chair- 
man; Armand Sommer, J. R. Williams. 

“Continuance Provisions”: Dr. O. D. Dick- 
erson, Chairman; Moses Hubbard, G. N. 
Watson. 

“Freedom to Insure”: R. F. Killion, Chair- 
man; Dr. S. S. Huebner, Robert R. Neal. 


Each subcommittee will draft defini- 
tions in its area. These definitions will 
then be transmitted to the full committee 
for final consideration and adoption. 

In the meanwhile, 17 additional com- 
panies have indicated their acceptance of 
the term, “health insurance”, as the ge- 
neric name for the field, thus bringing the 
total of companies known to have ac- 
cepted the term to well over 100. Latest 
to indicate acceptance are: 


National Travelers, Gulf Life, American 
Casualty, Western Insurance, Connecticut 
General, American Life, American Mutual 
Liability, Massachusetts Mutual, South- 
land, Colonial, Ministers Life & Casualty 
Union, Teachers Insurance and Annuity, 
Time (which has been using the term for 
five years), John Hancock (which also has 
been using the term), Security Benefit 
Life, Mutual of New York, Union Mutual, 
Surety Life, Allstate (which will start 
using the term in October). 


Committee on Pension and Profit-Sharing Terminology 
Dan M. McGu1, Chairman 


C. ArtHur WituiaMs, Jr., Editor 


This Committee has decided to estab- 
lish broad classifications of pension and 
profit-sharing plan terminology and to 
subdivide each of these classifications to 
the level of basic terms and concepts. 
This approach was favored over the com- 
pilation of an extensive and possibly un- 
related list of terms and concepts on the 
grounds that (1) the broadest concepts 


would be considered first, (2) the inter- 
relationships would become more appar- 
ent and (3) a subcommittee could be al- 
located the responsibility of initiating 
suggestions within each classification. 
Certain basic decisions have also been 
made by the Committee. It was agreed 
that (1) the designation of the Commit- 
tee as the Committee on Pension and 
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Profit-Sharing Terminology was correct, 
(2) the Committee will consider any 
basic plan, private or public, which has as 
its primary objective the providing of a 
cash payment to a superannuated em- 
ployee at or following retirement, (3) 
stock bonus plans are to be considered a 
part of deferred profit-sharing plans, and 
(4) social insurance plans are not to be 
studied per se but consideration will be 
given to terms and concepts applicable to 
both private and social insurance. 

The Committee has agreed that the 
final product of its work should be a 
glossary of terms rather than rigid defini- 
tions of terms. The objective is to develop 
an explanation of the most important con- 
cepts, present the alternative terms used 
to express this concept, and to suggest 


the preferred term with reasons for the 


preference. 
The following persons have been added 


to the Committee since the June, 1960 re- 
port: 


Jason D. Lindower, Manager, Retirement 
Department, Owens-Illinois Glass Com- 


pany 

John McFarland, Manager, Tax Depart- 
ment, Sun Oil Company 

William J. Nolan, Jr., of the New York 
Bar, New York City 

B. Frank Patton, Vice President, Morgan 
Guaranty Trust Company of New York 

C. Arthur Williams, Jr., Professor of Eco- 
nomics and Insurance, University of 
Minnesota 

John H. Zebley, Jr., Partner, Turner, 
Crook, Zebley, and Parry 


Dr. C. Arthur Williams, Jr., has been 
appointed as Editor of the Committee. 


Committee on Life Insurance Terminology 


S. S. Huesner, Chairman 


Davm A. Ivry, Editor 


A number of questions have been sub- 
mitted to the membership by Chairman 
Huebner to “prime the intellectual pump,” 
prior to the first meeting of the Commit- 
tee. Replies to these questions were re- 
quested, and most of the members have 
responded. The questions raised are as 
follows: 


(1) Is “life insurance” a good generic 
term? 

(2) Should “annuities” be bracketed 
within “life insurance” in a generic sense, 
or should we consider annuities as sepa- 
rate from life insurance? 

(3) Are the terms traditionally used 
to describe the various types of life in- 
surance, namely, “ordinary,” “group,” and 
“industrial,” good terms? 


(4) What about terminology distin- 
guishing between group and other forms 
of life insurance? Should we contrast 
“group” and “individual”; should it be 
“group” and “personal”; or what should 
it be? 

(5) What is the proper terminology to 
describe the life insurance field man who 
contacts the public? 


The editor has assumed responsibility 
for research into the evolution of certain 
basic terminology in life insurance. The 
terms are: Life Insurance, Annuities, 
Ordinary life, Group life, Industrial life, 
Life underwriter, Life insurance agent. 
The result of this research will be pre- 
sented to the Committee. 
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Committee on General Insurance Terminology 


Rate H. BLancuarp, Chairman and Editor 


The following persons have accepted 
invitations to serve as consultants to the 
committee: 


Henry Anderson, formerly Insurance Man- 
ager, Paramount Theatres-American 
Broadcasting Co. 

Douglas A. Barlow, Insurance Manager, 
Massey-Ferguson, Ltd. 

Dr. William A. Berridge, Economist, Met- 
ropolitan Life Insurance Co. 

Dr. O. D. Dickerson, Associate Professor of 
Insurance, Florida State University 
Frederick W. Doremus, Assistant General 
Manager, Inter-Regional Insurance Con- 

ference 

George I. Gross, Powers, Kaplan & Berger 

Edwin W. Patterson, Emeritus Professor 
of Law, Columbia University 

Davis T. Ratcliffe, Editor, Education Ex- 
change 

Harry S. Weeks, Librarian, Insurance So- 
ciety of New York 


In developing criteria for the consid- 
eration of the committee an attempt has 
been made to keep in mind the interests 
of insurers, insureds (both the public in 
general and those with special interest in 
insurance), and public officials. 

No one criterion stands by itself. There 
are overlapping and, at times, contra- 
dictory requirements. 


Understandability 


First in importance as a desirable qual- 
ity of a term is that it be readily under- 
stood by anyone in interest. That perfect 
clarity and common understanding can 
always be achieved is not to be expected, 
but they are to be sought. Other criteria 
to be applied will have understandability 
in large part as their purpose. Accuracy 
of statement is perhaps the principal 
contribution to meeting this criterion. 


Single meaning 
A term having only one meaning is to 


be preferred to one having two or more 
meanings, whether in insurance alone or 
in more general application. 


Functional quality 

A term that clearly implies or states the 
function of the thing that it symbolizes 
is better than one that requires interpre- 
tation. 


Probability of acceptance 


The more broadly a term will be ac- 
cepted and used, the better. But this cri- 
terion should have little weight in com- 
parison with one’s conviction that a word 
satisfies the first three criteria. 


Simplicity 
Other things being equal, a one-syllable 


word is to be preferred to a polysyllable, 
and a single word to a phrase. 


Workability 


The criterion of workability perhaps 
calls for satisfaction of the others, all of 
which are directed at practical applica- 
tion of terms. 


Sales value 


One of the chief enemies of clear-cut, 
accurate wording is the use of words to 
produce a favorable attitude toward in- 
surance or toward a particular form of 
insurance or of insurance method. While 
there can be no objection to a term that 
helps to create such an attitude, this cri- 
terion is, at most, only ancillary. 

Suggestions from members of the Asso- 
ciation, addressed to Ralph H. Blanchard, 
Chairman, at Plympton, Massachusetts, 
would be welcome. 








TO ALL MEMBERS OF THE AMERICAN ASSOCIATION 
OF UNIVERSITY TEACHERS OF INSURANCE: 


This is to advise you that by formal vote of the Active Members of the 
Association, the name of the Association has been changed to 


AMERICAN RISK AND INSURANCE ASSOCIATION 


You will recall that the Executive Committee at its 1960 annual meeting, 
following receipt of the recommendation of the Committee on Change of Name 
and Incorporation, unanimously agreed that the name of the Association should 
be changed. Two ballots among the Active Members were taken, both of which 
approved the change of name and the second of which was to approve the 
exact words and un of words in the new name. 

Among the reasons for the original proposal that the name of the Association 
be changed, as well as reasons develo in ey discussions by the 
Committee oy nere to study this subject and by the Executive Committee 
itself, are the following: 


1. “Risk and insurance” embraces in its connotation all facets of insurance 
education, including teaching, research, the development of literature, and the 
like with which we are, in fact, concerned, and hence is more descriptive of 
the nature of the activities of the members of our Association. In addition, the 
new name emphasizes the fundamental relationship between risk and insurance 
as an academic discipline. 

2. The former name of the Association seemed faulty in its length, in its 
special pleading (and possibly self-conscious pleading) for status through the 
term “university teachers.” It was the belief of the Executive Committee that 
many additional Associate Members would join and support the Association if 
the name were changed. Also, it was the belief of the Executive Committee that 
many additional persons who are not technically “university teachers of insur- 
ance” but who are in academic life would support the Association. 

3. The new name is more in line with the names of the other allied social 
science learned societies of which family we are a member. To be reasonably 
consistent with the naming of the other organizations, such as the American 
Economic Association, the American Statistical Association, the American Fi- 
nance Association, etc., our Association would have been named the “American 
Insurance Association”. However, for several reasons, including the fact that 
o - already has been appropriated, this recommendation was not con- 
sidered. 

4. This action of the Executive Committee and the Active Members does 
not contemplate any change in the membership rules of the Association. Hence, 
it is contemplated that the “control” of the Association shall remain among its 
academic members vitally interested in teaching and research. 


It is obvious that it will take all of us a while to become accustomed to the 
new name. However, it is believed by the Officers and the Executive Committee 
that “American Risk and Insurance Association” (and “A.R.I.A.”) will soon find 
broad acceptance as an honored and appropriate name of our group, and that 
all of us will soon feel very comfortable with it. We earnestly solicit your support 
in embracing this new name and its broad use. 


Davis W. Grecc 
for the Officers 
and Executive Committee 
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The N.AJLI. Journal of Insurance Awards for 1960 


A grant of $1000 from the National Association of Independent Insurers 
makes possible the awarding of $150 to each of the following authors of articles 
which appeared in The Journal of Insurance for 1960 and which were selected 
as the most outstanding articles to appear in Volume XXVII: 


1. FRANK G. DICKINSON, “The Social Security Principle.” December, 1960. 

2. JOHN T. EVEN, “Notes from a Graduate Course in Insurance Administra- 
tion.” December, 1960. 

8. LUDWIG A. WAGNER and THEODORE BAKERMAN, “Wage Earners’ 
Opinions of Insurance Fringe Benefits.” June, 1960. 

4. MICHAEL T. WERMEL, “The Role of Management in Retirement Prepara- 
tion Programs.” June, 1960. 

5. C. ARTHUR WILLIAMS, JR., “Game-Theory and Insurance Consumption.” 
December, 1960. 

6. WALTER WILLIAMS, “Insurance as a Segment of the Liberal Business Edu- 
cation.” September, 1960. 


For the best book reviews appearing in The Journal of Insurance during 1960, 
awards of $50 have been made to each of the following reviewers: 


1. EDISON L. BOWERS for the review of “The Teacher Who Changed an 
Industry,” by Mildred F. Stone. December, 1960. 

2. INGOLF H. E. OTTO for the review article based upon “Insurance Courses 
in Colleges and Universities Outside the United States,” by Davis W. Gregg 
and Mechthild K. Longo. December, 1960. 

The Committee on the N.A.IL.I. Journal of Insurance Awards for 1960 was 
composed of: John S. Bickley, Chairman, Wm. T. Beadles, Kenneth Black, Jr., 
Robert I. Mehr, Bob Oelberg, and the Journal Editorial Board for 1960. 

The National Association of Independent Insurers has granted $1,000 for the 
continuation of the Journal Awards for 1961. The Committee which is to make 
the awards for Journal articles and reviews appearing in Volume XXVIII during 
1961 is announced elsewhere in this issue. 
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INSTITUTIONAL MEMBERS * 


of The American Association of University Teachers of Insurance 


Acacia Mutual Life Insurance Company 

Aetna Life Affiliated Companies 

Allstate Insurance Company 

America Fore Loyalty Group 

American Casualty Company 

American Health Insurance Corporation 

American Home Life Insurance Company 
(S.C.) 

The American Insurance Company 

The American Mutual Insurance Alliance; 

American National Insurance Company 

American Republic Insurance Company 

American United Life Insurance Company 

Amicable Life Insurance Company 

Bankers Life Company 

Bankers Life Insurance Company of Nebraska 

Berkshire Life Insurance Company 

Business Men’s Assurance Company of 
America 

Capital Mutual Insurance Company 

Cal-Farm Insurance Companies 

California-Western States Life Insurance 
Company 

Central Life Assurance Company 

Century Life Insurance Company 

Combined Insurance Company of America 

The Commercial Travelers Mutual Accident 
Association 

Confederation Life Association 

Connecticut General Life Insurance Company 

Connecticut Mutual Life Insurance Com- 
pany 

Continental Assurance Company 

Continental Casualty Company 

Country Life Insurance Company 

The Dominion Life Assurance Company 

Durham Life Insurance Company 

Educators Mutual Life Insurance Company 


* Institutional membership is available to any 
organization which is interested in supporting the 
program of the Association. Dues for Institutional 
Members are $50 a year. 

+ This Association membership is taken out on 
behalf of its member companies and represents 
a equivalent of 30 separate Institutional Mem- 


Empire Life and Accident Insurance Com- 


pany 

Employers Reinsurance Corporation 

Equitable Life Assurance Society of the 
United States 

Equitable Life Insurance Company of Iowa 

Farm Bureau Life Insurance Company 

Farm Bureau Life Insurance Company of 
Michigan 

Federal Life and Casualty Company 

Federal Life Insurance Company 

Fireman’s Fund Insurance Company 

The Franklin Life Insurance Company 

General Accident Group 

General American Life Insurance Company 

General Reinsurance Corporation 

Glens Falls Insurance Company 

Golden State Mutual Life Insurance Com- 
pany 

Government Employees Insurance Company 

Great American Reserve Insurance Company 

Great National Life Insurance Company 

Great Southern Life Insurance Company 

The Great-West Life Assurance Company 

The Guardian Life Insurance Company of 
America 

Guarantee Mutual Life Company 

Gulf Life Insurance Company 

John Hancock Mutual Life Insurance Com- 
pany 

Hartford Fire Insurance Company Group 

Hartford Life Insurance Company 

Home Life Insurance Company 

Homesteaders Life Company 

Independent Life and Accident Insurance 
Company 

Indianapolis Life Insurance Company 

Insurance Company of North America 

Inter-Ocean Insurance Company 

Iowa State Travelers Mutual Association 

Jefferson National Life Insurance Company 

Jefferson Standard Life Insurance Company 

Kansas City Life Insurance Company 

Kansas Farm Life Insurance Company 

Kentucky Central Life and Accident Insur- 
ance 
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1961 Institutional Members 


Knights Life Insurance Company of America 

Liberty National Life Insurance Company 

Life Insurance Company of Georgia 

The Life Insurance Company of Virginia 

Lincoln National Life Insurance Company 

The Manhattan Life Insurance Company 

The Manufacturers Life Insurance Company 

Maryland Casualty Company 

Massachusetts Mutual Life Insurance 
Company 

Metropolitan Life insurance Company 

MFA Mutual Insurance Company 

Ministers Life and Casualty Union 

Minnesota Commercial Men’s Association 

Monumental Life Insurance Company 

Mutual Benefit Life Insurance Company 

The Mutual Life Insurance Company of New 
York 

National Burial Insurance Company 

National Casualty Company 

National Life and Accident Insurance Com- 
pany 

National Life Insurance Company 

Nationwide Insurance 

New York Life Insurance Company 

North American Reassurance Company 

North America Reinsurance Corporation 

North Carolina Mutual Life Insurance Com- 


pany 
Northern Life Insurance Company 
The Northwestern Mutual Life Insurance 
Company 
Northwestern National Life Insurance Com- 
pany 
Ohio Farmers Life Insurance Company 
Ohio National Life Insurance Company 
Olympic National Life Insurance Company 
Pacific Mutual Life Insurance Company 
Paul Revere Life Insurance Company 
The Penn Mutual Life Insurance Company 
Phoenix Assurance Company of New York 
Phoenix of Hartford Insurance Companies 
Progressive Life Insurance Company 
Provident Life and Accident Insurance Com- 
pany 
Provident Mutual Life Insurance Company of 
Philadelphia 
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Prudential Insurance Company of America 

Prudential Insurance Company of Great 
Britain 

Republic National Life Insurance Company 

Royal-Globe Insurance Group 

St. Paul Fire and Marine Insurance Company 

Security Benefit Life Insurance Company 

Security Life and Accident Company 

Security Life and Trust Company 

Security Mutual Life Insurance Company, 
New York 

Security Mutual Life Insurance Company, 
Nebraska 

Service Fire Insurance Company 

Southern Farm Bureau Life Insurance Com- 
pany 

Southland Life Insurance Company 

Southwestern Life Insurance Company 

Springfield-Monarch Insurance Companies 

Standard Accident Insurance Company 

Standard Insurance Company 

State Farm Life Insurance Company 

State Life Insurance Company 

State Mutual Life Assurance Company of 
America 

State Reserve Life Insurance Company 

Sun Life Insurance Company of America 

Teachers Insurance and Annuity Association 
of America 

Time Insurance Company 

Travelers Insurance Company 

United Benefit Life Insurance Company 

United Pacific Insurance Company 

United States Fidelity and Guaranty Com- 
pany 

Washington National Insurance Company 

West Coast Life Insurance Company 

The Western and Southern Life Insurance 
Company 

Western States Life Insurance Company 

Wisconsin Life Insurance Company 

Wisconsin National Life Insurance Company 

Woodmen Accident and Life Company 

World Insurance Company 

Zurich Life Insurance Company 








Board and Committee Roster for 1961 


Budget and Finance Committee 
F. Trosper, Chairman 
ote T. Beadles 
ohn S. Bickley 


avis W. Gregg 
Kenneth W. Herrick 


Advisory Committee on “Casebook in 
Life Insurance” 


Dan M. McGill, Chairman 
David A. Ivry 
C. Arthur Williams, Jr. 


Elizur Wright Award Advisory 
Committee 

Mark R. Greene, Chairman 

— S. Bickley 

O. D. Dickerson 

Robert A. Hedges 

Howard Launstein 

Dan M. McGill 

Grant M. Osborn 

Oscar Serbein, Jr. 

C. Arthur Williams, Jr. 


Executive Committee 


Davis W. Gregg, Chairman 
William T. Beadles 
~ S. Bickley 

= Black, Jr. 


I. ward Hedges 
enneth W. Herrick 
Chester M. Kellogg 


M. 
ag soll 
John F. Adams, Milam, J. 


Insurance Statistics Committee 


Theodore Bakerman, Chairman 
John F. Adams 

William A, Alrich 

Kenneth Black, Jr. 

William B. Buckman 

George D. Haskell 

Chester M. Kello: 

William H. Wandel 

C. Arthur Williams, Jr. 


be r Kenney 
Milton W. a 

J. W. Scherr, 

Travis T. W: 


Committee on Insurance Management 
Courses 


John D. Lo 

David b L. Baha 
lack, Jr. 

Richard M. Heins 


Committee on Insurance Teaching Aids 
Herbert C. Graebner, Chairman 
Alrich 


William A 
James J. — 
fey C. Danforth 


enkinson III 
Don id L. MacDonald 
Arthur W. Mason, Jr. 
Harlan B. Miller 
James A. Wickman 


Journal of Insurance Editorial Board 
William T. Beadles, Chairman 


Journal of Insurance Editorial Staff 
William T. Beadles, Editor 


Philip Elkin, Book Review 

James L. Athearn, Assistant Editor—Life 

O. LD. Dickerson, Assistant Editor—Health 

James D. Paris, Editor—Insurance 
Functions 

Victor Gerdes, Assistant Editor—Property- 


Tae oe Bakerman, Assistant Fditor—Social 
nsuranc 
Edward B. omen Business Manager 


Journal Promotion Committee 


John Burkhart, Chairman 
Arthur Mason, Jr. 

Paul A. Norton 

William T. Beadles, ex 
Edward B. Larson, ex o 


Committee on Institutional Membership Local Arrangements Committee 


E. . Faulkner, Chairman 


Dudley Dowell 
Howard Hutchinson 


Harlan B. Miller, Chairman 
W. W. Dotterweich, Jr. 
Victor Gerdes 

Chester M. Kellogg 

Robert P. Stieglitz 
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Membership Committee 
Kenneth Black, ick, Jr. Chairman 
C. Henry Ai 
Harry F. Brooks 
David . Bickelhaupt 
Carl ‘ischer 


Robert J. Myers 

Paul A. Norton 
Robert W. Strain 
Charles J. Zimmerman 


Committee on N.A.LI. Journal of 
Insurance Awards 


C. Arthur Williams, Jr., Chairman 
Donald R. Childress 


Edwin S. Overman 


Harry J. So 
William T. les, ex officio 


Nominations Committee 
J. Edward Hedges, Chairman 


William T. 
Dan M. McGill 


Program Committee 


Kenneth bs a. Chairman 
ohn S. 
enneth Black. Jr. 
Davis W. Gregg 
Mark R. Greene 
George D. Haskell 
David A. I 
Robert I. M 
Grant M. Osborn 
Edwin S. Overman 
Robert Rennie 
Michael T. Wermel 
C. Arthur Williams, Jr. 
John F. Adams, ex officio 
William T. Beadles, ex officio 


Public Relations Committee 
Robert W. Osler, Chairman 


James A. Ballew 
James C. O’Connor 


Research Committee 


John F. Adams, Chairman 
William A. Alrich 

James L. et mm 
Theodore Bakerman 

W. W. Dotterweich, Jr. 
Robert S. Felton 

Mark R. Greene 

Chester M. Kellogg 
Robert I. Mehr 

Michael T. Wermel 


Committee on Summer Fellowships 
Laurence J. Ackerman, Chairman 


David A. Ivry 
Richard deR. Kip 


Commission on Insurance Terminology: 


Executive Committee 
Davis W. Gregg, Chairman 
ick] 


Committee on Seiad Insurance 
Terminology 


E. J. Faulkner, Chairman 

R Ww. Osler, Editor 

Ralph H. Blanchard 

George Bugbee 

O. D. Dickerson 

W. W. Dotterweich, Jr. 

C. Manton Eddy 

Ardell T. Everett 

Jarvis Farley 

Joseph F. Follmann, jr. 

a G. Hubbard 

S. S. Huebner 

fe Ee 
aymo: on 

Dan M. McGill 

John H. Miller 

Wendell A. Milliman 

Robert R. Neal 

J. Henry Smith 

Arm Sommer 

G. N. Watson 

James R. Williams 


Committee on General Insurance 
Terminology 
Ralph H. Blanchard, Chairman and Editor 


Edison L. Bowers 
Clayton e Hale 
Hermalin 





Albert I 
G. Wright Hoffman 
Daniel P. Kedzie 


Donald L. MacDonald 
Charles H. Martin 
Milton W. Mays 
James C. O’Connor 
Barclay Shaw 
Willian H. Wandel 
C. Arthur Williams, Jr. 
William N. Woodland 


Committee on Life Insurance 
Terminology 


S. S. Huebner, Chairman 
David A. I Editor 
Kenneth Black, Jr 


Robert Dechert, Esa. 
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E. J. Faulkner 
Alfred N. Guertin 
Kenneth W. Herrick 
Holgar J. Johnson 
Jack C. Keir 
Robert S. Kieffer 

D. E. Kilgour 

M. Albert Linton 
William P. Lynch 
Dan M. McGill 
Paul S. Mills 
Robert B. Mitchell 
Paul A. Norton 
Loran E. Powell 
Clifford B, Reeves 
Lester O. Schriver 
Eugene M. Thoré 
Edwin H. White 
Alfred G. Whitney 
Edmund L. Zalinski 
Charles J. Zimmerman 


Committee on Pension and Profit 
Sharing Terminology 


Dan M. McGill, Chairman 
Joseph J. Melone, Editor 
Dorrance C. Bronson 
James A. Curtis 

= K. Dyer 

ames Jehring 

Laflin C. Jones 

Jay D. Lindower 

Gerald E. McConney 
John McFarland 

Meyer Melnicoff 

Carroll E. Nelson 
William J. Nolan, Jr. 
Ray M. Peterson 


John St. John 

Joseph ey Jr. 
Roger Vaughan 

C. Arthur Williams, Jr. 
John H. Zebley, Jr. 
James Zi e 


Committee on Property and Liability 
Insurance Terminology 


John S. Bickley, Chairman and Editor 
Lyttleton M. Baldwin 
Kenneth Black, Jr. 
James M. Cahill 
Ellis H. Carson 
James B. Donovan 
Richard E. Farrer 
Kenneth O. Force 
Paul R. Gingher 

J. Edward Hedges 
Clyde M. Kahler 
Ambrose B. Kelly 
Chester M. Kello: 
Carl E. McDowe 
Robert I. Mehr 
Robert M. Morrison 
Edwin S. Overman 
Edwin W. Patterson 
Robert A. Rennie 
William H. Rodda 
Hubert W. Yount 


Committee on Social Insurance 
Terminology 


C. Arthur Williams, Jr., Chairman 
(Committee is in process of formation; mem- 
bership list to be published in next issue of 
Journal. ) 
































New York Life 


PRESENTS 


Visual Aids for 
College Classes 


3 motion pictures produced especially 
for use by insurance teachers. 











TAILOR-MADE DOLLARS 


classroom edition 
A realistic narrative explaining the operation 
of a Planned Security Program 


Running time: 40 minutes—16 mm. sound film 










STRICTLY BUSINESS 


classroom edition 
A personalized story describing business insurance 
and what it can mean to a partnership 


Running time: 40 minutes—16 mm. sound flim 






FROM EVERY MOUNTAINSIDE 


an institutional flim—in Technicolor 








A comprehensive view of life insurance at work—for 
the individual, his family and the national economy. 


Running time: 30 minutes—16 mm. & 35 mm. sound flim 











Mr. Robert P. Stieglitz, C.L.U. 


Assistant Vice President in charge of College Relations 
New York Life Insurance Company 
51 Madison Avenue, New York 10, N. Y. 
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You mean | can get $20,000 
of TIAA Term insurance for 
less than $100 a year? 





That’s the question an Assistant Professor from Purdue 
asked us when he heard about TIAA’s low life insurance 
costs. 

And it’s true! At his age 34 the annual premium for 
$20,000 of 10-Year Term insurance is $132.20 and the first- 
year dividend is $49.80, making a net annual payment of 
$82.40. Dividend amounts, of course, are not guaranteed. 

“At that cost,” he said, “I can’t afford not to have enough 
insurance.” 

This is just one example of the many low-cost TIAA plans 
available to you if you’re a college staff member, part- or 
full-time. To get complete details, send us the coupon below. 


TIAA employs no agents—no one will call on you. 














eo abby wb aay as Gp ee ee ew oe oe es os es es -74 

} Teachers Insurance and Annuity Association CTIAA) { 

} 730 Third Avenue, New York 17, New York { 

} Please send me a Life Insurance Guide and the cost of 10-Year { 

; Term insurance at my age (issued up to age 55). 
Name Date of Birth 

Address 

! Ages of Dependents | 

4 mM _ Employing Institution " 
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We are deeply grateful to 

The members of 

the American Risk and 

Insurance Association 

for their continuing contribution to 
the development of our employees 
and to the growth and stature 


of the insurance industry. 


STATE FARM INSURANCE COMPANIES 
HOME OFFICES: BLOOMINGTON, ILLINOIS 
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youll Find =—Tlgr ar 
GREAT AS. i 


@ (i 






OF INFORMATION IN 


Fire. Casualty and 


Surety Publications 





0 The Fire, Casualty and Surety Bulletins _ a comprehensive, independent, monthly informa- 
tion Service providing analytical, encyclopedic insurance data not available elsewhere. Consists of 
two loose-leaf volumes dealing with all Casualty-Surety and Fire-Inland Marine lines; a separate 
loose-leaf volume describes successful selling techniques for the property and casualty insurance 
man. Monthly supplements to each volume keep the Bulletins continuously up to date. Rates: $7 
per volume first quarter; only $3 per volume quarterly thereafter. 


C The National Underwriter — Fire and Casualty Edition — weekly insurance newspaper 
devoted exclusively to Fire and Casualty and allied lines with Health insurance highlights. Selling 
methods, operational functions, court decisions, personnel changes, training ideas and significant 
statistics are reported in full. Its editors are continuously interpreting, predicting and pointing 
up significant aspects of the news in discerning trend articles and editorials. One year: $7.50; 
Three years: $20. 


Cc Cusmetiy Comty and Property, Allied Lines Training Course — 27 Casusity and 21 
Lesson Books comprise this unique 48-Lesson Elementary Home Study Course, available 

=o or 5 instructor’s counsel. If instructor’s service is desired, examinations for each les- 

son are provided. When trainee completes all lesson examinations with grade of 70% or better. The 
National Underwriter Certificate is awarded. Tuition: With Instructor's Service — Complete Course 

$65; 27 Lesson Casualty Course $37; 21 Lesson Property Course $28. Without Instructor's Serv- 

ice — 48 Lesson Books $34.25; 27 Casualty Lesson Books $19.25; 21 Property Lesson Books $15. 


[] “Agent’s and Buyer's Guide — Sales, Survey and Marketing Handbook"’ — 
a combination marketing reference for unusual or hard-to-place coverages and an up-to-date, com- 
parce at survey workbook. It simplifies the formation of all types of insurance surveys. It 

tiple line selling and in discussing life insurance, uses terms which reflect the 
approach and attitude of property and casualty men. This unique handbook is published annually 
in April and ‘is priced singly at $5, less in quantities. 





oe 7” 

0 Insurance Simplified — this book is aimed primarily at the problem of indoctrinating agency 
and home office insurance employees to a better understanding of the part they play in the 
industry. It should appeal, however, to anyone interested in a vivid discussion in simple terms 
of the basic principles of insurance on a wide scale (property, liability, life and health). Sells 
singly for $6.50, less in larger quantities. 


“ H ” 

0 Competition in Insurance Marketing —a 264 page analysis of marketing and advertis- 
ing trends in the insurance business written by John M. Cosgrove, Associate Editor of The 
National Underwriter. Covers such subjects as one-account selling, recruiting of agents, refinement 

of agency plant, super selective underwriting, consultation with agents, improving manage- 

ment performance, sales training of fieldmen, the ideal marketing program, the independent 
agent-broker and changes in marketing systems. Sells singly at $4, less in larger quantities. 


J. NATIONAL UNDERWRITER COMPANY 


420 East Fourth Street Cincinnati 2, Ohio 
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May be obtained ON APPROVAL! 


(Money refunded within 10 days) 


* Loose Leaf Service 
* Revised Three Times A Year 


WERBEL' 


Ge ERAI Ins RANCE Guipt 





* Always Up To Date 


HANDY REFERENCE GUIDE 
FOR STATE AND CPU EXAMS 


MR. WERBEL received the 1951 AWARD 


given by the Brooklyn Insurance Brokers Wd, b / 
Association for ovtstanding service ren- 2. la 2 


dered in the field of insurance education. 





COST $15 45 Broadway, Greenlawn, LI. N.Y. 
Each Revision $5.75 TEL: 516 RL7-0111 











GUIDE T0 
ACCIDENT & SICKNESS INSURANCE 


ae kon 


by R. 
(Co-author, “Modem L Life | Insurance,” 
Elizur Wright Award winner ) 

er cae organization ; em ome nay chapeers 2 nian 
statistics brought up-to-date. ) 

Supplementary text for or the basic “Life” 
course. = —s ka A brief text 
covering ic principles, icy ee ek oe contractual 


iting, rating, . Care- 
lly indexed.” Questions ; com problems after py chap- 
ter. Grader’s = availa 
68 pp. . : $2.50 
Benetts Poli 1 Fa ae Galen "Provisions ang ation, ‘Unsere of 
Croperative Covenaees Regulation ; History and Development ; Glossary of 


GUIDE TO LIFE INSURANCE 


3rd Edition 
by R. W. OSLER 
and C, C. ROBINSON 


lemen for “Principles” course. Condensed 
me for’ “Life” or advanced life courses. Collateral 
—— for Economics. 

to-the-minute authority in concise, rapid rea 
po My eg ts ‘i -— 4 a and ans 
lateral reading. U range of material in one book. 
Perfectly organized. interest Questions and 
rin» and after each chapter. Grader’s e available. 
207 pp. Cloth bound: $2.50 

CONTENTS: Cost Factors; Policies and Uses; Industrial-Group 
Wholesale, Etc.; Policy Provisions; Companies; Govt. Pension 
Plans; Uses of Life Insurance; The Industry. 








THE INSURANCE SALESMAN 


Montbly Life — A & S Journal 


Published by The Rough Notes Co. 
Largest of all the Life and A & S business journals, 
ak dean senate, Sales & waaay Seana 9 any other 
journal in its field requiring direct payment t of sub- 
eae. Gives student — B. of the _ 
nsurance business, acquaints current pro 
lems and trends. 


Annual subscription rate: $3 





THE ROUGH NOTES COMPANY, INC. 


Insurance Publishers Since 1878 
1142 N. Meridian Street Indianapolis 6, Indiana 
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